W,

e,

Fields ofOPPMm% | STATE OF IOWA

THOMAS J. VILSACK SUSAN E. VOSS
GOVERNOR COMMISSIONER OF INSURANCE

SALLY J. PEDERSON
" LT. GOVERNOR

MEMO

TO: Medical Malpractice Legislative Interim Committee
FROM: Susan E. Voss, Commissioner

DATE: November 29, 2005

RE: Additional Information Request

You requested additional information from this office concerning incurred losses, rate adequacy and profit
for insurance companies doing business in Jowa. Your questions were based upon data presented by our
office as well as that from a recent study by former Missouri Insurance Commissioner, Jay Angoff. This
memo will address those concerns and provide you with additional information including attached reports
and articles that may be of assistance to you in understanding the area of medical malpractice insurance
and its complexities. :

Initial Estimates of Incurred Losses

At the November 7, 2005 meetings, some estimates were mentioned regarding initial incurred loss

estimates that were redundant by about 30% when compared to values nine years later. Medical

malpractice is a long tailed line of business with final claim amounts often not known for many years.

The amounts by which the initial incurred loss estimates differ from the final paid amounts can vary

greatly For some years such as those between 1986 and 1994, initial estimates were higher than estimates

nine years later and thus show downward development as time elapses from the year the losses were

incurred. Other years, such as 1981-1985 and many of the years after 1994 show upward development

from the initial estimates The attached graph illustrates how incurred loss estimates have changed over
time. :

Incurred losses can be used in ratemaking. The development pattern of the losses from one maturity to the
next is taken into consideration. Development factors depend on the patterns seen in incurred losses as
they mature towards the ultimate paid amounts. When appropriately used, neither high nor low reserves
should distort rates. :

Rate Adequacy and Profit

Premiums for insurance policies are designed to pay for losses covered by policies, expenses related to the
losses, and company expenses. A proﬁt and contingencies load is built into the rate. In determining a
reasonable profit load, investment incomes derived from holding the premiums until claims are paid and
from unearned premiums is considered.

When analyzing proﬁtability or rate adequacy of a company or of a group of companies, one must be alert
to any underlying changes (such as changing exposures) that could distort the results. Especially for long-
tailed lines of busmess such as medical malpractice changes in the amount of busmess written must be
considered. o :
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The attached example shows policies that were grossly under priced. For every $100 in premiums
collected, $135 is paid in losses. The losses are paid out over ten years, similar to a medical malpractice
payout pattern. By continuing to increase the number of policies written by 10% per vear, it appears that
loss ratios are consistently below 100% and leveling off. However, the $93,000 losses paid after 2014 (in
the boxes) are not included in the calendar year loss ratios. '

~ Informational Documents , |
Because of the complicated nature of medical malpractice, the long tail, upfront expenses, etc, I have
attached an excellent article discussing medical malpractice from the American Academy of Actuaries
magazine, “Contingencies.” I believe this does a very good job of explaining the area of malpractice .
insurance and why comparing calendar year written premiums to calendar year paid losses is not an
acceptable comparison. - '

In addition, I have attached for your review two lengthy articles concerning medical malpractice. Oneisa
recent article.from The New Yorker Magazine. The article is written by a doctor who became a medical

~ malpractice plaintiff’s attorney. While it does not directly discuss the issue of insurance, it is a timely
article discussing the sensitive area of malpractice lawsuits. The second, lengthier report is a 2003 GAO
study on Medical Malpractice Insurance. This is.a more comprehensive review of the area of medical

- malpractice insurance from a national perspective. o

Finally, a study conducted in Minnesota in the late 1980s was brought to our attention. The Commissioner
of Insurance in 1988 conducted a study of closed medical malpractice claims in Minnesota. It is our
understanding that based upon that study; the Minnesota Insurance Department ordered a refund of
premiums collected.. We have been asked to review that study and determine if such a study would be
helpful in the Iowa market. Our office has requested a copy of the study for our internal review. Should

- we determine that such a study would be appropriate in Towa, we will notify you. -

In conclusion, the Division remains committed to seeing that carriers doing business in Iowa regardless of
the type of coverage they are providing have set rates at a level that are appropriate for the risks being
held. We are pleased to report that rate increases for the ensuing year are minimal at best with some
carriers reducing rates. As we have stated before, we review rates in the medical malpractice area (unlike
states such as Minnesota.) We are in the process of propesing legislation in the upcoming session to allow
for the use of surplus in obtaining additional interest income. And, finally, we are seeking to bring

- additional carriers to the state of Iowa.

If the office can provide you additional information, pleése do not hesitate to contact us.
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Total US PC Industry Medncal Malpractlce
Schedule P, Part 2F; Occurrence and Claims Made Policies
Best's Aggregates & Averages

Incurred Net Losses and Defense & Cost Contannment Expenses
'Reported at Year End (m 000's)*

Year in which (a) ' (b) (c) (d)
Losses were Maturity - % of 1st-

Incumed ™  1year  Maximum Difference Year

) (a)(b) (c)(@)

1981 1,387,182 2,031,924 . (644,742) = 46% -

1982 1,546,106 2,166,435 = (620,329) -40%
1983 1,723,220 2,463,501 - (740,281). -43%
1984 1,921,183 2,676,356 .  (755,173) -39%
1985 . 2510213 2,783,821 (273,608) - 11%
1986 = - 3,782451 2,648,943 1,133,508 "~ 30%
- 1987  3,903913 - 2,551,421 = 1,352492 = 35%
1988 . = 3,801,951 2,437,349 - 1,454602 . 37%
1989 4,401,751 - 2,654,421 . 1,747,330 40%
1990 4470341 2,844,458 1,625,883 36%
1991 4,455306 3,295,519 1,159,787 26%
1992 .4,726,846 - 3,428,583 1,298,263 27%
1993** 4,785,521 3,636,581 1,148,940 24%
1994 5,130,500 © 4,039,466 1,091,034 - - 21%
1995 5115949 4,554,181 - 561,768 1%
1996*** 4,935,831 4,732,614 203,217 4%
1997+ 5,231,192 5,355,862 (124,670) 2%
1998*** 5,176,249 5,970,981 (794,732) -15%
1999™* = 4,996,898 6,113,698  (1,116,800) -22%
2000 - 4,927,837 6,232,069  (1,304,232) . -26%
T 2001+ 5,795,303, = 6,814,934  (1,019,631) -18%
2002*** 6,701,665 7,207,934 (506,269) - -8%
2003*** 7301177 7258601 . '4'2 576 1%

* Incurred Losses and Allocated Expenses Reported at Year End for 1989 and prlor
** 1993 source not available; numbers from Jay Angoff letter- -
10 years maturity for 1981 1995, 1 year less for each subsequent year
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Summary of Medical Malpractice Insurance

1991-2004
Countrywide : o
‘Direct - Direct - Direct Loss Loss &
‘ Wiritten Premium Losses Adjustment "LAE
Year Premium Eamed Incurred Expenses Ratio
1991 5,041,116,742  4,974,652,480. 2,815,117,139 1,206,401,632 - 80.84%
1992 5,336,077,118 5,229,476,485 4,039,426,016 1,356,515,347 103.18%
1993 5,451,861,069 5,254,614,981 - 3,525,005,041 1,223,109,176  90.36%
1994 6,128,761,613  5,986,568,310 3,181,523,258 . 1,288,672,006 74.67%
- 1995 6,174,433,133 6,137,209,298 3,330,613,605 1,554,242,912 79.59%
1996 6,087,248,243 6,027,958,481 3,632,388,312 1,406,779,290 83.60%
1997 5,949,762,287  5,949,688,215 3,222,735496 - 1,442,161,237 78.41%
1998 . 6,212,462,137 6,218,164,376 4,457,099,226 . 1,585,203,841  97.17%
1999 6,181,174,156 6,167,948,760 4,659,896,010 " 1,726,798,604 103.55%
2000 6,428,278,303 6,373,039,337 5,098,753,650 1,657,371,460 106.01%
2001 7,604,104,280  7,054,509,032 6,972,294,879 1,974,903,227 126.83%
2002 8,912,533,968  9,631,548,967 8,200,307,513 2,412,849,663 110.19%
2003 10,646,907,290 . 11,277,448,229  8,459,389,539 2,847,849,045 100.26%
2004 11,986,813,417 11,538,819,200 7,224,164,963 2,514,795,515 84.40%
‘Jowa : _
Direct Direct "Direct Loss Loss &
Written Premium Losses Adjustment LAE
Year " Premium . Eamed Incured . . Expenses Ratio
1991 48,728 109 44,115,906 17,263,875 6,196,477 - 53.18%
1992 50,125,908 48,329,493 16,704,034 - 3,310,780 41.41%
1993 50,410,782 50,720,331 26,567,976 6,526,625 65.25%
.1994 46,123,258 43,132,344 6,236,293 4,335,202 24.51% .
1995 45,660,579 4_5,'1 66,060 30,272,665 6,329,684 81.04%
1996 42,932,845 42,303,209 18,904.540 8,054,175  63.73%
1997 42,203,383 - 43,638,233 44,722,808 6,659,979 117.52%
1998 43,216,649 45,131,303 13,795,113 4,876,168 41.37%
1999 47,154,159 47,209,193 - 31,514,080 7,653,576 82.97%
2000 51,344,540 54,637,751 -~ 29,858,497 4,920,070 63.65%
2001 62,079,611 58,803,890 45,299,639 10,309,847  94.57%
© 2002 72,085,105 72,247,654 38,009,711 - 10,965,286  67.79%
2003 84,069,177 . 78,917,423 69,946,915 18,843,076 112.51%
2004 99,537,871 95,963,495 47,364,007 12,604,609 62.39%
‘Medical Malpractice Insurance
‘ Direct Loss and LAE Ratios
2 ’ '
e —
u 3 % r
S 1o0% f—m A= \/A\\ ,
Sa 80% ‘ a AV —— Countrywide
2% 60% NI ANA AN N lowa
JE qon | > \\/. V. :
LW 20% :
_ ,.99\ @Q'P @éf-’ '99“ ’90? ?9@_ @"S\ @q’*"_ @q‘b “9@ '19‘6‘ (961' @0'5 qsp“
’ Year o

from NAIC 6/27/05 report
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TRADECRAFT

KEVIN M. BINGHAM AND RICHARD J. MARCKS.

Understanding Insurance, Part I

Comparing Written Premium With Paid Losses

S ACTUARIES, we like to think that our skills, professional training, and  resentation must be exposed for
insurance expertise give us an edge in drawing reasonable conclusions  the sake of faimess.

and predicting with some degree of certainty the outcome of future insur-
able events. Not unexpectedly, actuaries occasionally attempt to apply their skills
outside the realm of insurance. From coaching our children to watching profes-

Although we've exaggerated
the age and height differences
in Rich’s example, many of us
may remember the sad story

sional athletes compete, the authors have attempted to use their actuarial skills in  of the Little League coach who

order to predict the outcomes of various sporting events.

It was with this sense of pride in the actuarial pro-
fessional’s quantification and forecasting skills that Rich
walked into one of his 12-year-old daughters basketball
games last year. Within minutes he knew which team had
the advantage, who was faster, who could only dribble
with her right hand. He generously shared all his obser-
vations with the coach—who just loved to see him walk
into the gym!

Then the day came when Rich reahzed that any advice
he’d offered in the past would have no impact on the
outcome of the game. The result was a near certainty.
Here is what he saw when he entered the gym.

§ i

This wasn't going to be pretty. All skills aside, the
height advantage of his daughter’s team was too much
for the opponents to overcome. Who among us would
fail to draw a similar conclusion, given the importance of
height in winning basketball games at such a young age?
The objective information (e.g., years of NBA TV train-
ing) tells each of us that it%s all over but the cheering.

Now, what if your daughter’s coach was Magnum, P12
Suppose that Magnum learned with a little more investiga-
tion that the opposing coach had entered a team of short
18-year-old ringers in the 12-and-under tournament. Now
wait a minute! Is that a fair contest? Surely the 18-year-
old players have six years of additional experience, not to
mention natural development on their side. This misrep-

KEVIN M. BINGHAM is a senior manager at Deloitte
Consulting LLP in Hartford, Conn., chairperson of the medical
malpractice subcommittee and an official spokesperson for the
American Academy of Actuaries in Washington. RICHARD J.
MARCKS is a property/casualty actuary with the Connecticut
insurance department in Hartford.
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doctored his pitcher’s age in
order to win big games in the
Little League World Series. Age does matter!

Does this scenario sound familiar? Have we seen situa-
tions in which erToneous insurance conclusions are drawn
because of improper comparisons? Have we seen situa-
tions in which investors, public officials, reporters, and
consumers are misled by improper comparisons? Anyone
who thinks baseball dominates the market of statistical
comparisons (ERA, LOB, slugging average, etc.) should
look at all the possible ways insurance data can be com-
pared, used, or manipulated to illustrate different points.

As practicing actuaries, we have a tendency to hold
many of the basic insurance concepts as self-evident or
unwritten rules. For individuals who don't analyze in-
surance industry financials for a living, our unwritten
rules are often difficult to understand and challenging to
glean from a quick read of our current actuarial literature.
That’s why we’ve decided to prepare a series of articles
directed at serving a broader public audience. The con-
sistent theme in our series will be the proper matching
of insurance revenues with insurance costs.

Our first topic will address the comparison of writ-
ten premiums and paid losses, which has garnered some
press lately in the ongoing medical malpractice tort re-
form debate. Sharp actuaries may notice that we've fo-
cused on the inverse of the traditional loss ratio, to be
consistent with recent studies. Future topics will include
some of the following themes:

~ @ The impact of survivor bias on financial comparisons

M Losses and expenses as separate cost components
M Long-tail vs. short-tail lines of business
W The impact of inflation
W Steady-state vs. start-up vs. runoff operations.
We hope the publics served by the actuarial profession
find this series helpful in understanding several basic ap-

. proaches to evaluating, and questioning, the implications

and conclusions presented in any form of a study focusing
on the insurance industry. Our series can't address all the
applicable issues, interests, and considerations, but we

——




. do believe that this series will help researchers

And whén readers need more mfonnauon,
‘we hope they will reach out and ask an actuary 100%
about shocking conclusions and catchy ratios | 80%—

and consumers of public studies make more
informed decisions regarding the validity of -

the conclusions they read.. \
PERCENT PAID

i‘GRAPH1
Ultlmate Losses Pa|d

that may appear too good to be true. The ac-- |

tuarial resources are there. For public-officials, - |
their insurance departments are filled with qual-
ified actuaries ready and able to provide a de- .
tailed review of each new study. The American |
Academy of Actuaries (Www.actuary.org) and
Casualty Actuarial Society (www.casact.org) are
filled with volunteer actuaries and committees” 1 2
focusing on the important insurance issues of | -

60%1———

0%

3. 4 s 6 7 8 9 10

AGE IN YEARS

the day. Pick up the phone, and we beheve our
profession will answer the call. :

Apples to Oranges _
Given the considerable confusion in the news media over the
past year regarding the reasonableness of comparmg calendar-
year written premiums to calendar -year paid losses, we thought
we would start our series with a simple question: Are reseaichers
comparing apples and oranges when they compare calendar- -year
written premiums to calendar-year paid losses?

First, some key assumptions and definitions. Calendar- year
written premium equals the number of policies soldin the year,
mulnphed by the average premium per policy Twenty percent of

~ the premium charged to the customer is related to the insurer’s

expenses (prenuum taxes, commissions, etc.). Eighty percent
of the premium charged (i.e., 100 percent minus 20 percent

‘expense ratio) goes toward paying losses, claim investigation,
iedical examination, defense attorney fees, arid fees/salaries for
- claim adjusters and others working on the defense of a claim.

Finally, for illustrative purposes, we've selected a payout pat-
tern from a line of business that generally takes a long time for
claims to be submitted and settled (See Graph 1).

‘As one can see, only 4 percent of the ultimate medical mal-

practice payments are made in the first year. After three years, less
Lhan 50 percent of the medlml malpracuce payments have been

TOTAL 20% " ToTAL

TABLE 1

Medlcal Malpractlce—Long-Tall Example Statlc Envuronment

' Qutstandirig Loss Reseives -'.\1§;Z.08,656'

WRITTEN  EXPENSE'  EXPECTED . : _CALENDAR- YEAR PAYOUT

YEAR PREMIUM = RATIO LOSSES _zod1 2003 2005
2000 . 25000000 5,000,000 20,000,000 3,757,936 3,636,990 1,589,785
2001 25,000,000 5,000,000 20,000,000 791,144 4,776,534 2,390,627
2002~ 25,000,000 * 5,000,000 20,000,000 - ' 3,757,936 3,636,990
2003 25,000,000 5000000 20000000 = 791,144 4,776,534
2004 25,000,000 5,000,000 20,000,000 | 13,757,936
2005 25,000,000 5,000,000 20,000,000 ° 791,144
*Calendar-Year Paid Losses. 4,549,080 z g, 116,943,016

Report-Year Wrtten Premium _ 25,000,000 ;25,000,000 . 125,000,000

| © WP/PLRatio - : 550% - 268%7  193% 148%

Wiitten Premium Less Expenses 20,000,000 20,000,000 20,000,000 20,000,000 )+ 20,000,000

WP (X-Expenses)PL Ratio ... 2528% 440% . 0 214%: - 154% ( *118%:

52,371,558 57018327 60,075,311

34,659,776 - 45,334,161

CONTINGENCIES NOVEMBER/DECEMBER 2005
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TABLE 2
Medical Malpractice—Long-Tail Example, Increase in Physician Exposure
WRITTEN ExzpoE’m‘l'ss EXPECTED CALENDAR-YEAR PAYOUT

YEAR PREMIUM  RATIO LOSSES 2000 2001 2002 2003 2004° 2005
2000 25000000 5,000,000 20000000 791,144 3,757,036 4776534 3636990 2,390,627 1,589,785
2001 25,000,000 5,000,000 20,000,000 791,144 3,757,936 4776534  3,636990 2,390,627
2002 25,000,000 5,000,000 20,000,000 791,144 3,757,936 4776534 3,636,990
2003 25,000,000 5,000,000 20,000,000 791.144 3,757,936 4,776,534
2004 100,000,000 20,000,000 80,000,000 3,164,577 15,031,743 °
2005 100,000,000 60,000,000 240,000,000 9,493,732
Calendar-Year Paid Losses 791 144 4,549,080 9,325,614 12,962,604 17,726,664 36,919,411
Report-Year Written Premium 25,000,000 25,000,000 25,000,000 25,000,000 100,000,000 300,000,000
WPPLRatio  3160% 550% 268% 193% 564% 813%
Wiitten Premium Less Expenses 20,000,000 20,000,000 20,000,000 20,000,000 80,000,000 240,000,000
WP (X-Expenses)PL Ratio  2528% 440% 214%  154% 451% 650%
Outstanding Loss Reserves 19,208,856 34,659,776 45,334,161 52,371,558 114,644,894 317,725,483

made. After 10 years, 6 percent of the medical malpractice claims
still remain unpaid (the reason for the name “long tail”).

Table 1 displays five years of calendar-year results assum-
ing $25 million in written premium (e.g., 500 physicians x
$50,000 average premium). In the example, we've assumed
the insurance company charges rates that allow the company to
break even over the five-year period and that all policies have
been written on Jan. 1 (i.e., will be fully earned by year-end).
Although most actuaries will develop instant heartburn reading
the next few words, case reserves have been ignored.

In order for the medical malpractice line to reach a steady-
state environment (WP/PL ratio = 125 percent or WP (X-
expenses)/PL ratio = 100 percent), the analysis would have to
extend beyond 15 years (the length of time it takes to pay out
all medical malpractice claims for a single year of policies).

If one were to quote the WP/PL ratio in 2000, the medical
malpractice ratio would say that WP exceeded paid losses by an
amazing 3,160 percent. Using a more appropriate comparison
excluding expenses, the ratio would still indicate that WP (X-
expenses) exceeds paid losses by 2,528 percent. Can one infer
from the above ratios that the company over priced its business
by 2,528 percent in its first year of operation?

Absolutely not! Since losses pay out over multiple years and
premiums are recorded entirely in the year written, the WP/PL
ratio significantly mismatches the timing of the two cash flows.
As a matter of fact, our example started with each policy priced
to break even (i.e., written premium = paid losses + expenses).
Therefore, it’s obvious that the WP/PL ratio is a poor measure
of premium adequacy. Even if a steady-state environment is
reached, the ratio still produces an incorrect answer unless ex-
penses are excluded from the comparison.
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Table 2 illustrates the impact of significant exposure growth.
In this example, the insurance company’ insured physician
count increases from 500 policies in 2003 to 2,000 policies
in 2004 and 6,000 policies in 2005, with no change in the
$50,000 average premium.

The WP (X-expenses)/PL ratio spikes to 451 percent in 2003
and 650 percent in 2004. Can one infer from the increase in
the above ratios that the company overpriced its business by
451 percent to 650 percent in these years?

Of course not! Selling new policies in the cuitent year results

_ in significant premium growth, while the payout of losses associ-

ated with the newer policies is spread out over 2 number of future
years. Another example of the significant timing mismatch.

Table 3 illustrates the impact of a company exiting the medi-
cal malpractice line of business, not a rare event over the past
few years. The insurance companys insured physician count
decreases from 500 policies in 2005 to 250 policies in 2006,
125 policies in 2007, 63 policies in 2008, and 10 policies in
2009, with no change in the $50,000 average premium.

The WP (X-expenses)/PL ratios decreases in 2009 to 4 per-
cent. Can one infer from the decrease in the above ratio that the
company drastically underpriced its business? Are paid losses
really 2,351 percent higher than the premiums being charged
to insurance customers?

No way! Since the company adds only $500,000 of written
premium in 2009 (10 policies X $50,000), the roughly $9.4
million in loss payments on prior report years overwhelms the
drastically reduced current-year premium. Even if the company

“has no policies left in 2010, it still must pay out over $22.6
million in outstanding loss reserves. Another significant tim-
ing mismatch. '



TABLE 3
‘Medlcal MaIpractuce—Long—Tad Example Runoff Environment
- LI M . ____caLeNDaRveApavour

YEAR PREMIUM RATIO LOSSES 2005 . 2006 . ' 2007 2008 2009
| 2000 . ‘zs,ooo,'ooo 5,000,000 20,000,000 1,589,785, 870933 452,230 351,241 250,505
2001 25000000 5000000 20,000,000 2,390,527 - _J'_599"735' 870933 | 452230 351,241
2002 25000000 5000000 20,000,000 3,636,990 2,390,627  1589785 870,933 452,230
2003 25000000 5000000 20,000,000 4,776,534 3636990 2,390,627 1,589,785 870,933
2004 25,000,000 . 5,000,000 20,000,000 -3,757,936 4776534 3636990 2,390,627 1,589,785
2005 25,000,000 -5000,000 20,000,000 . 791,144 - 3,757,936 4,776,534 . 3,636990 2,390,627
2006 12,500,000 2,500,000 10,000,000 .  ° 395572° 1878968  2,388267 1,818,495
- 2007 6,250,000  1;250,000. 5,000,000 - 197,786 939,484 1,194,1,347
12008 3,125,000 625,000 2,500,000 ' 98,893 469,742
2009 500,000 100,000 - 400,000 . _ o 15,823
Calendar-Year Paid Losses 16,943,016 - '17.418376 . 15793,852  12,718450 9,403,514
Report-Year Written Premiumy 25,000,000 12,500,000 6,250,000 3,125,000 500,000
' WP/PL Ratio 148% %  4A0% 5% 5%
 Witten Premium Less Expenses 20,000,000 10,000,000 5,000,000 2,500,000 400,000
WP (X-Expenses)/PL Ratio 1 - 5% 32%" 20% 4%
Outstanding Loss Reserves * 60,075,311: 52,656,935 - 41,863,082 31,644,632 22,641,118

Although we've provided some very simple examples, we:
think it’s easy to see that the comparison of calendar-year writ- -
ten premiums to calendar-year paid losses is about as valuable: -
as comparing apples to ‘oranges. In order for the WP/PL ratio -
to work, one would have to find an insurance company where -
the premiums remained constant, expense ratios stayed fixed,

and paid losses didn't vary. Given the fact that loss payments -

are volatile, inflation does exist; investment income fluctuates,’

case Teserves can't be ignored, prior-year reserve estimates in-

crease or decrease over time as more information is gathered,
and exposures do fluctuate as companies decide to enter and .
exit the marketplace; the authors believe that the ratio of apples
to oranges consumed by-insurance company staff might pro-
duce information with-as much predlcuve power as the ratio

"-of WP/PL.
As we noted in our basketball example age does matter. Its-

easy to comprehend thatan 18-year-old basketball player is - | -~

much more developed-than a 12-year-old player. The basket-
ball player develops sk11]5 over time through practice, effective
coaching, playing in games, and the body’s ability to grow. Simi-

larly, paid losses develop'over time as claims are filed; insur-- |

ance adjusters research the circumstances of the claims; lawyers
perform depositions; and claims close without payment, settle,
or go to litigation. The proper matching of insurance revenues
with insurance expenses must consider the age of the data, or-
else you'll end up watching a basketball game where one team
(Paid Losses) is inappropriately matched against the older and
more mature team (Written Premium). ) °
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ANNALS OF MEDICINE

THE MALPRACTICE MESS

twas an ordmaxy Monday at the Mid- -
-+ AL dlesex County Superior Court in Cam- -

- bridge, Massachusetts. Fifty-two criminal
., cases-and a hundred and forty-seven civil

cases were in session. In Courtroom 6A,
Daniel Kachoul was on trial for three
counts of rape and three counts of assault.

In Courtroom 10B, David Santiago was
on trial for cocaine trafficking and ille~
gal possession of a deadly weapon. In
Courtroom 7B, a scheduling confer-
ence was being held for Minihan v. Wal-
linger, a civil claim of motor-vehicle neg-
ligence. And next door, in Courtroom
7A, Dr. Kenneth Reed faced charges of

‘medical malpractice. _
Reed wasa Harvard-trmned derma- "

tologist with twenty-one yeats of expe-
rience, and he had never been sued for

* malpractice before. That day, he was

being questioned about two office vis-
itsand a phone call thathad taken place
almost nine years earlier. Barbara Stan-
ley, a fifty-eight-year-old woman, had
come to see him in the summer of 1996

about a dark warty nodule a quarter-

inch wide on her left thigh. In the
_ office, under local anesthesia, Reed

shaved off the top for a biopsy. The pa-

. thologist’s report came back a few days

later, with a near-certain diagnosis of
skin cancer—a malignant melanoma.

Ata follow-up appointment, Reed told

Stanley that the growth would have to

be completely removed. This would re- -
quire taking a two-centimetre mar-

gin—almost an inch—of healthy skin ..

beyond the lesion. He was worried
about metastasis, and recommended

that the procedure be done immedi-
~ ately, but she balked. The excision that
he outlined on her leg would have been

three inches across, and she couldn’t

believe that a procedure so disfiguring -

was necessary. She said that she had a

-  friend who had been‘given a diagnosis
& of cancer erroneously, and underwent
g‘ unnecessary surgery. Reed pressed,
& though, and by the end of their discus-

Wba _pays tbe pru'e when 1 patzents sue doctm?

BY ATUL GAWANDE

" ible tumor that remainéd-on her thigh,

only a half-inch excision, for a second

- biopsy: He, inturn, agreed to have an-
other pathologist look at all thc tissue

-and provide a second opinion. *
" To Reed’s surprise, the new tissue

specimen was found to contain no sign of

cancer. And when the sccond patholo—
gist, Dr. Wallace Clark, an eminient au-

thority on melanoma, examined the first -

specimen he conclided that the initial
cancer diagnosis was wrong. “I doubt if
‘thisis melanoma, but I cannot completely
“rule it out,” his report said. Reed and

* Stanley spoke by phone on August 10,

1996, to go over the new findings.
None of this is under dispute; what's

' _under dispute is what happened after--

ward. According to Barbara Stanley,
Reed told her that she did not have a
melanoma after all—the second opuuon
on the originial biopsy “was ncgauve —
and that no further surgery was r

That's not how Reed recalled the phone :

conversation. “T mdlcated to.Barbara

- hundred per cent sure it was-not a mela-
noma,” he testified. “T also explained to
her thatin Dr. Clark’s opinion this lesion
had been adequately treated, that follow-

" up would be necessary, anddmtDr Clark -
did not feel that further : surgery was_

critical, I also explamed to Barbara
.Stanley that thiswas in conflict with the
* previous pathology report, and that the
most cautious way to approach this
would be to allow me to [remove addi-
ﬁonal skin] for a two-centimetre mar-
gin.” She told him, he said, that she
 didn’t want more surgery. “At that point,
I réémphasized to Barbara Stanley that
 at least she should come in for regular
follow-up.” Unhappy with' the care she
received, she didn’t return. :
" After two years, the growth reap-
- peared. Stanlcy went to another doctor,

et p s et Tl

sion: shc allowed hnn 6 remove. the vis-

‘Stanley ... . that Dr. Wallace Clark felt
that this was a benign lesion called a
‘Spitz hevus, and that he could notbe a”

R T T

“and the patholog} ref)orf came back with
- aclear diagnosis: a deeply invasive mahg '

nant melanoma. A complete excision,

-.she was told, should probably have been
done the first time around. When she
finally did undergo: the more radical pro-

cedure, the cancer had spread to lymph

~nodes in her groin: She was started on a

yearlong course of chemotherapy. Five

mionths later, she suffered a seizure. The

--cancer was now in her brain and her left

lung. She had a course of brain and lung
radiation. A. few weeks afier that, Bar-
bara Stmley died:

But not before she had called a law-
yer from her hospital bed. She found a

full-page ad in the Yellow Pages for an

attorney. named Barry Lang, a specialist
in medical-malpractice cases, and he

visited her at her bedside that very day.

She told him that she wanted to sue -
Kcnneth Reed. Lang ‘took the case. Six

years later, on behalf of Barbara Stan-
ley’s children, he stood up in a Cam-
bridge courtroom and called Reed as his
first witness.

; D{Ialp cesmtsareafea:ed,oﬁen _
ting, and common eventin

a doctors life. (Ihavenotﬁmdabona

. fide malpractice suit, but I know to ex-
pectone)Theaverage doctor in a high- -
risk practice like surgery ot obstetricsis -
sued about once every six years. Seventy

per, cent of the time, the suit is either

dropped by the plaintiff or won in court.

But the cost of defense is high, and when
doctors lose, the average jury verdict is
half a million dollars. General surgeons
pay anywhere from thirty thousand to
two hundred thousand dollars a year in

malpractice-insurance premiums, de-

pending on the litigation climate of the

state. they work in; neurosurgeons and
obstetricians Py upward of fifty per cent

more.

. Every doctor, it seems, has a crazy
- Iawsuit story: My mother, a pediatrician,
was once sued after a healthy two-
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month-old she had seen for a routine
checkup died of sudden infant death syn-
drome a week later. The lawsuit alleged
that she should have prevented the death,

even though a defining characteristic of
SIDS is that it occurs without warning.
One of my colleagues performed lifesav-
ing surgery to remove a woman’s pancre-
atic cancer only to be sued years later be-

‘cause she developed a chronic pain in her

arm; the patient blamed it, implausibly,
on potassium that she received by L.V.

.. during recovery from the surgery. I have

a crazy-lawsuit story of my own. In 1990,

...while I was in medical school, I was at a

crowded Cambridge bus stop and an el-
derly woman tripped on my foot and
broke her shoulder. I gave her my phone
number, hoping that she would call me
and let me know how she was doing. She
gave the number to a lawyer, and when
he found out that it was a medical-school
exchange he tried to sue me for malprac-
tice, alleging that I had failed to diagnose
the woman'’s broken shoulder when I was
trying to help her. (A marshal served me
with a subpoena in physiology class.)
When it became apparent that I was just
a first-week medical student and hadn’t
been treating the woman, the court dis-
allowed the case. The lawyer then sued
me for half a million dollars, alleging that
TI'd run his client over with a bike. I didn’t
even have a bike, but it took a year and a
half—and fifteen thousand dollars in
legal fees—to prove it.

My trial had taken place in the same
courtroom as Reed’s trial, and a shud-

der went through me when I recognized

it. Not all. Americans, however, see the
system the way doctors do, and 1 had
come in an attempt to understand that

" gap in perspectives. In the courtroom

gallery, I took a seat next to Ernie
Browe, the son of Barbara Stanley. He
was weary, he told me, after six years of
excruciating delays. He works for a
chemistry lab in Washington State and
has had to take vacation time and money
out of his savings to pay for hotels and
flights—including for two trial dates
that were postponed as soon as he ar-
rived. “I wouldn’t be here unless my
mother asked me to, and she did before
she died,” he said. “She was angry, angry
to have lost all those years because of
Reed.” He was glad that Reed was
finally being called to account.

The dermatologist sat straight-
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backed and still in the witness chair as
Lang fired questions at him. He was
clearly trying not to get flustered. A
friend of mine, a pediatric plastic sur-
geon who had had a malpractice suit go
to trial, told me the instructions that his
lawyer had given him for his court ap-
pearances: Don’t wear anything flashy or
expensive. Don't smile or joke or frown.
Don’t appear angry or uncomfortable,
but don’t appear overconfident or dis-
missive, either. How, then, are you sup-
posed to look? Reed seemed to have
concluded that the only choice was to
look as blank as possible. He parsed
every question for traps, but the strenu-
ous effort to avoid mistakes only made
him seem anxious and defensive.

“Wouldnt you agree,” Lang asked,
“that [melanoma] is very curable if it's ex-
cised beforé it has a chance to spread?” If
a patient had asked this question, Reed
would readily have said yes. But, with
Lang asking, he paused, uncertain.

“It's hypothetical,” Reed said.

Lang was clearly delighted with this
sort of answer. Reed’s biggest prob-
lem, though, was that he hadn’t kept
notes on his August 10th phone con-
versation with Barbara Stanley. He
could produce no corroboration for his
version of events. And, as Lang often
reminded the jury, plaintiffs aren't re-
quired to prove beyond a reasonable
doubt that the defendant has commit-
ted malpractice. Lang needed ten of
twelve jurors to think only that it was
more likely than not.

“You documented a telephone con-
versation that you had with Barbara
Stanley on August 31st, isn’t that cor-
rect?” Lang asked. .

“That is correct.”

“Your assistant documented a discus-
sion that you had with Barbara Stanley
on August 1st, right?”

“That is correct.”

“You documented a telephone call
with Malden Hospital, correct?”

“That is correct.”

-“You documented a telephone con-
versation on September 6th, when you

gave Barbara Stanley a prescription foran -

infection, comrect?”

“That is correct.”

“So you made efforts and you had a
habit of documenting patient inter-
actions and telephone conversations,

right?”

“That s correct.”

Lang began to draw the threads to-
gether. “Exactly what Barbara Stanley
needed, according to you, [was] a two-
centimetre excision, right?”

“Which is what I instructed Ms. Stan-
leytodo..”

“Yetyou did not tell Dr. Hochman™—
Stanley’s internist—“that she needed a
two-centimetre excision, right?”

“That is correct.”

“But you want this jury to believe you
told Barbara Stanley?”

“I want this jury to believe the truth—
which is that I told Barbara Stanley she
needed a two-centimetre excision.”

Lang raised his voice. “You should
have told Barbara Stanley that . .. isn't
that correct?” He all but called Reed a
perjurer.

“I did tell Barbara Stanley, repeat-
edly!” Reed protested. “But she refused.”
As the examination continued, Reed
tried to keep his exasperation in check,
and Lang did all he could to discredit
him.

“In your entire career, Doctor, how
many articles have you published in the
literature?” Lang asked at another point.

“Three,” Reed said.

Lang lifted his eyebrows, and stood
with his mouth agape for two beats. “In
twenty years' time, you've published three
articles?”

Without documentation, Reed wasin
a hard spot, and Lang’s examination
made my skin crawl. I could easily pic-
ture myself on the stand being made to
defend any number of cases in which
things didn’t turn out well and I hadn't
got every last thing down on paper. Lang
was sixty years old, bald, short, and loud.
Spittle flew in droplets. He paced con-
stantly, and rolled his eyes at Reed’s pro-
testations. He showed no deference and
little courtesy. He was almost a stereo-
type of a malpractice lawyer—except in
one respect, and that was the reason I'd
come to watch this particular trial.

Barry Lang used to be a doctor. For

‘twenty-three years, he had a successful

practice as an orthopedic surgeon, with
particular expertise in pediatric ortho-
pedics. He'd even served as an expert
witness on behalf of other surgeons.
Then, in a turnabout, he went to law
school, gave up his medical practice,
and embarked on a new career suing
doctors. Watching him, I wondered,



after all his experience did he under-

* stand something that the rest of us didn’t?

went to see Lang at his office in down--

A town Boston, on the tenth floor of
1 State Street, in the heart of the finan~

-cial district. He welcomed me warmly, |

and I found that we spoke more as fellow-
doctors than ‘as potential adversaries. |

asked why he had quit medicine to be=

" come a malpractice attorney. Was it for . -

, the money?

"He laughed at the idea. Going into- | -
- law “was a money disaster,” he said. Start- 3
ing out, he had expected atleast some re- - |

‘wards. “T figured Td get some cases, and
if theywere good the doctors would set-
tle them quickly and get them out of the
way. But no. I was incredibly naive. No

one ever settles before the actual court - 3

* date. It doesn’t matter how strong your
" evidence is. They always think they're in
the right. Things can also change over
time. And, given the choice of paying

now or paying later, which would you.

rather do?”

He entered law practice, he sa1d, be--

‘cause he thought he'd be good at it, be-

cause he thought he could help people, 3

and because, after twenty-three years in

medicine, he was burning out. “Itused to _

be “T'wo hip replacements today—yeah!”
he recalled. “Then it becnmc “Two l'up
replacements today—ugh.” .
When I spoke to his wife, Janet,
she said that his decision to change ca-
reers shocked her. From the day she
- met him, when they were both under-
grﬁdu'ates at Syracuse University, he'd
never wanted to be anything other than
‘a doctor. After medical school in Syr-
acuse and an orthopedics residency at

Temple University, he had built a busy.

* orthopedics practice in New Bedford,
" 'Massachusetts, and had a fulfilling and
varied life. Even when he enrolled in
night classes at Southern New England
School of Law, a few blocks from his
office, his wife didn’t think anything of
it. He was, as she put it, “forever going
“to school.” One year, he took English-
 literature classes at a local college. An-
other year, he took classes in Judaism.
He took pilot lessons, and before long

_was entering airplane aerobatics com-

petitions. Law school, too, began as an-
other pastime—“Tt was just for kicks,”
he said.

After he finished, though, he took the

“Thisone toyour iking, sir?”

. ‘barmmandgotlushccnse Hewasﬁﬁy v
- yearsold. He'd been in orthopedics prac-

~ tice long enough to have saved a lot of

. money, and law had begun to seem much

more interesting than medicine. In July,
1997, he handed his practice over to his
startled partners, “and that was the end
ofit” hesaid. -

He figured that the one thmg he

could offer was his medical expertise, ~
and he tried to start his legal practice
by defending physma.ns But, because
he had no experience, the major law

firms that deal with malpractice defense

" wouldn’t take him, and the ma.lprac-
- tice insurers in the state woulds’t send

him cases. So he rented a small office
and set up shop as a malpractice attor-

 ney for patients. He spent several thou-

sand dollars a month for ads on television
and in the phone book; dubbing himself
“the Law Doctor.” Then the phone calls
mmc.chyeaxsmtolus new career, his
cases finally began going to trial. This
is his eighth year as a malpractice attor-
ney, and he has won settlements in at
least thirty cases. Eight others went to

trial, a’n& he won half of them. Two
weeks before the Reed trial, he won

a four-hundred-thousand-dollar jury -

award for a woman whose main bile

duct was injured during gallbladder sur-

gery, forcing her to undergo several re-
_ constructive operations. (Lang got more

than a third of that award. UnderMassa-
chusetts state law, attoreys get no more
than forty per cent of thie first hundred
and fifty thousand dollars, 333 per cent
of the next hundred and fifty thousand,

thxrtyperocntofthenecttwolmndred :

thousand, and twenty-five per cent of
anything over half a million.) Lang has
at Jeast sixty cases pending. If hehad any

‘money troubles, they are over.

Lang said that he gets ten to twelve
calls 4 day, mostly from patients or their
families, with some referrals from other-
lawyers who don’t do malpractice. He

turns most of them away. He wants a
* good case, and a good case has to have

two things, he said. “No. 1, youneed the

" doctor to be negligent. N6. 2, you need

the doctor to have caused damage.”

Many of the callers fail on both counts. |
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“Thad a call from one guy. He says, T was

waiting in the emergency room for four
houss. People were taken ahead of me, THE OWL'S NIGHT
and I was really sick’ I say, ‘Well, what
happened as a result of that? ‘Nothing, Here is a present
il | but I shouldn’t have to wait for four that yesterday doesn’t touch.
' hours.” Well, that's ridiculous” When we reached

the last of the trees we noticed that we
were no longer able to notice.

‘Some callers have received négligent
care but suffered little harm. In a typical

scenario, a woman sees her doctor about
a lump in her breast and is told not to
worry about it. Still concerned, she sees
another doctor, gets a biopsy, and learns
that she has cancer. “So she calls me up,
and she wants to sue the first doctor,”
Lang said. “Well, the first doctor was
negligent. But what are the damages?”
She got a timely diagnosis and treat-
ment. “Fhe damages are nothing.”
Tasked him how great the prospective
damages had to be to make the effort
worth his while. “Ifs a gut thing,” he said.
His expenses on a case are typically forty
to fifty thousand dollars. So he would al-
most never take, say, a dental case. “Ts a
jury going to give me fifty thousand dol-
lars for the loss of a tooth? The answer s
n0.” The bigger the damages, the better.
As another attorney told me, “Pm look-
ing for a phone number"—damages
worth seven figures. _
Another consideration is how the
plaintiff will come across to jurors.
Someone may have a great case on
paper, but Lang listens with a jury in
mind. Is this person articulate enough?
Would he or she scem unreasonable
or strange to others? Indeed, a number
of malpractice attorneys I spoke to
confirmed that the nature of the plain-
tiff, not just of the injury, wasa key fac-
tor in the awarding of damages. Vernon
Glenn, a highly successful trial attorney
from Charleston, South Carolina, told
me, “The ideal client is someone who
matches the social, political, and cul-
tural template of where you are.” He
. told me about a case he had in Lexing-
ton County, South Carolina—a socially
conservative, devoutly Christian county
that went seventy-two per cent for
George W. Bush in the last election and
produces juries unsympathetic to mal-
practice lawyers. But his plaintiff was
a white, Christian female in her thir-
ties with three young children who had
lost her husband—a hardworking,
thirty-nine-year-old truck mechanic
who loved NASCAR, had voted Repub-
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When we looked at the trucks
we saw absence heaping up its selected things,
and pouring out its eternal tent around us,

Hereisa present

that yesterday doesn’t touch.

Silk thread slips between the mulberry trees,
letters on the night’s notebook.

Only moths light our boldness

descending to the hollow of strange words:
Wias this miserable man my father?

Perhaps Tl consider my situation here. Perhaps
Il give birth, now, to myself, with myself,

and choose for my name vertical letters.

Here is a present

sitting in time’s emptiness staring

at the trace of those who pass on the river’s stalk
polishing their flutes with air . . . Perhaps speech

will become transparent, so we'll see windows in it, open.
Perhaps time will hurry, with us

carying our tomorrow in its luggage.

lican for the past twenty years, and
had built the addition to their country
home himself—to a medical error. Dur-
ing routine abdominal surgery, doctors
caused a bowel injury that they failed
to notice until, days later, he collapsed
and died. The woman was articulate
and attractive, but not so good-looking
as to put off a jury. She wasn’t angry or
vengeful, but wasvisibly grieving and in
need of help. If the family hadn't spoken
English, if the husband had a long his-
tory of mental illness or alcoholism or
cigarette smoking, if they'd been in-
volved in previous lawsuits or had a
criminal record, Glenn might not have
taken the case. As it was, “she was damn
close to the perfect client,” he said. The
day before trial, the defendants settled
for $2.4 million. _
Out of sixty callers a week, Barry
Lang might take the next step with two,
and start reviewing the medical records

for hard evidence of negligent care. -

Many law firms have a nurse or a nurse
practitioner on staff to do the initial re-

view. Lang himself gathers all the re-
cords, arranges them chronologically,
and goes through them page by page.

There is a legal definition of negli-
gence (“when a doctor has breached his
or her duty of care”), but I wanted to
know his practical definition of the term.
Lang said that if he finds an error that re-
sulted in harm, and the doctor could have
avoided it, then, as far as he is concerned,
the doctor was negligent.

To most doctors, this is an alarming
definition. Given the difficulty of many
cases—unclear diagnoses, delicate oper-
ations—we all have serious “complica-
tions” that might have been avoided. I
told Lang about a few patients of mine:
a man with severe bleeding after laparo-
scopic liver surgery, a patient who was
left permanently hoarse after thyroid sur-
gery, a woman whose breast cancer I
failed to diagnose for months. All were _
difficult cases. But, in looking back on
them, I also now see ways in which I
could have done better. Would he sue
me? If he could show a jury how I might
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“have avoided harm,

Here is a present
without time.

He didn’t find anyone here, anyone who remembered :
how we left the door, a gust of wind. Anyone who remembered
when we fell off yesterday. Yesterday ‘
broke over the floor, shrapnel gathered together

by others, like mirrors for their unagc, after us:

Hereisa present '
without place.

Perhaps I'll consider my s1tuatlon, and scream at

the owl’s night: Was that miserable man =~ .

my father, who makes me carry the burden of his hlstory?‘
Perhaps I'll change fmy name, and choose

my mother’s expressions and her customs as they ought

to be: This way she'll be able to joke with me -
whenever salt touches my blood. This way shell be able to
take care of me- whencvcr a mghtmgale bites my mouth.

Hereisa prcsent

fleeting.

Here strangers hang thelr gunson :
the branches of an olive tree, prepare dinner
quickly, from tin cans,and leave . - ‘

quickly, for their trucks.

. —Mabmoud Darwz:b -

(Tramlated, fmm tbeAmbzc, by jgﬁey Sacks.)

and if the damagcs
were substantial, he said, “T would sue

- youinaflash” But what if T have agood

record among surgeons, with generally

excellent outcomes and conscientious -

care? That wouldn’t matter, he said. The
Onlythmg that matters 1swhatld1d1n

* the case in question.

Lang iniists tlmthcxsnotengagedm
a crusade against doctors. He faced three

_malpracuce lawsuits himself when he was

a surgeon. Orie involved an arthroscopy
that he performed on a young woman
with torn cartilage in her knee from a
sports injury. Several years lite, he said,
she sued because she developed arthritis
in the knee—a known, often unavoidable

outcome. Against his wishes, the insurer -

settled with the patient for what Lang
called “nuisance money’—five thousand
dollars or so—because it was cheaper than
fighting the suit in court..

In another case; a manual laborer with
a wrist injury that caused numbness
in three ﬁngcrs sued because Lang’s

" attempted repair made the numbness

worse and left hiim unable to work. Lang
said that he'd warned the patient that this -

~was a high-risk surgery. When he got

m,hefoundthekcynervm encased in'a

thick scar. Freeing them was exceedingly
difficult—Tike trying to peel Scotch-tape™

D.V.T., though; and when the clot dis-
lodged, two days later; it travelled to his
lungs and killed him. Lang's insurer set-
tled the case for about four hundred
thousand dollars. -

“If I had been on the plaintiff's side,

'woddlhavetakcnthatcascagmnstmc?”

he said to me. “Yes”

Being sued was “devastating,” Langrc— '

called. “It’s an awful feeling. No physician

‘purposely harms his patient.” Yet he in-

sists that, even at the time, he was philo-

.sophical about the cases. “Being sued, al-

though it sort of sucks the bottom out of
you, you have to understand that it’s also

. the cost of doing business. I mean, every-
‘body at some time in his life is negligent, -
-whether he’s a physician, an auto me-

. chanie, or an accountant. Negligence oc-
- curs, and that's why you have insurance. If
.+~ you leave the oven on at home and your
.- house catches fire, you're negligent. It

doesn’t ' mean you're a criminal.” In his

. .view; the public has a reasonable expecta-

tion: ifa physician causes someone serious-

_harm from substandard care or an out-
-right mistake, he or she should be held

accountable for the consequences.
- The cases that Lang faced as a doc-

~ tor, however, seemed to me to epito-

mize the malpractice debate. Two of the

three lawsuits against him appeared un-
founded, and, whatever Lang says now,

the costin money and confidence to our

_system is nothing to dismiss. Yet-one

of them concerned a genuine error that

_cost-a man his life. In such cases, what

"do doctors believe should be done for pa-
UCnts and t.’nc:r families?

oft wallpaper, he said—and some nerve -

. fibres were unavmdably pulled off. But _
the insurer wasn’t certain that it would
 prevail at trial, and settled for three hun-

dred thousand dollars. Both cases seeined

unmented, and Lang found them as ex- -

as any other-doctor would.
Thednrdcase,however,wasthcrc—
sult ofa clear error, and although it took

place two-decades ago, it still bothers

him. “I could have done more,” he told
me. The patient was a man in his sixties

‘whom Lang had scheduled for a knee -

replacernent. A few days before the
surgery, the man came to his office

_ complaining of pain in his calf. Lang
considered the possibility of a deep-vein
_ thrombosis—a blood clot in the leg—but

dismissed it as unlikely and ordered no
further testing. The patient did have a

1]1 Frankhn isa physnnan T know

who has at Massachusetts
General Hospital, in Boston, for more
than forty years. He is an expert in the
treatment of severe, life-threatening al-
lergies. He is-also a father. Years ago, his
son Peter, who was ther a second-year
student at Boston University School of

_ Medicine, called to say that he was feel--
ing sick: He had sweats, and a cough,
and felt exhausted. Bill had him come

to his office and looked him over. He

-didn’t find anything, so he had his son
- get a chest X-ray. Later that day, the ra-

diologist called. “We've got big trou-

ble,” he ‘told Bill. The X-rays showed:

an enormous tumor filling Peter’s chest,
compressing his lungs from the middle

and pushing outward. It was among the
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You just come home and neglect her at night.
I'm the one who has to neglect her all day.”

largest the radiologist had encountered.

After he had pulled himself together,
Bill Franklin called Peter at home to
give him and his young wife the fright-
ening news. They had two children
and a small house, with a kitchen that
they were in the midst of renovating.
Their lives came to a halt. Peter was ad-
mitted to the hospital and a biopsy
showed that he had Hodgkin’s lym-
phoma. He was put on high-dose radi-
ation therapy, with a beam widened to
encompass his chest and neck. Still,
Peter was determined to return to
school. He scheduled his radiation ses-
sions around his coursework, even after
they paralyzed his left diaphragm and
damaged his left lung, leaving him un-
able to breathe normally.

The tumor proved too large and ex-
tensive for a radiation cure. Portions of it
had continued to grow, and it had spread
to two lymph nodes in Peter’s lower ab-
domen. The doctors told his father that
it was one of the worst cases they had
ever seen. Peter was going to need several
months of chemotherapy. It would make

him sick and leave him infertile, but, they |

said, it should work.
Bill Franklin couldn’t understand
how the tumor had got so large under ev-

68  THE NEW YORKER, NOVEMBER WM, 2005

eryone’s eyes. Thinking back on Peter’s

care over the years, he remembered that
four years earlier Peter's wisdom teeth
had been removed. The surgery had been
performed under general anesthesia,
with an overnight stay at M.G.H., and
a chest X-ray would have been taken.
Franklin had one of the radiologists pull
the old X-ray and take a second look.
The mass was there, the radiologist told
him. What's more, the original radiol-
ogist who had reviewed Peter’s chest
X-ray had seen it. “Further evaluation of
this is recommended,” the four-year-old
report said. But the Franklins had never
been told. The oral surgeon and the sur-
gical resident had both written in Peter’s
chart that the X-ray was normal.

If the tumor had been treated then,
Peter would almost certainly have been
cured with radiation alone, and with
considerably less-toxic doses. Now it
seemed unlikely that he'd finish medical
school, if he survived at all. Bill Franklin
was beside himself. How could this have
happened—to one of M.G.Hs own, no
less? How would Peter’s wife and chil-
dren be supported?

~ Thousands of people in'similar circumn-
stances file malpractice lawsuits in order to
get answers to such questions. That's not

what Bill Franklin wanted to do. The doc-
tors involved in his son’s case were col-
leagues and friends, and he was no fan of
the malpractice system. He had himself

‘been sued. He'd had a longtime patient

with severe asthma whom he had put on
steroids to ease her breathing during a bad
spell. Her asthma had improved, but the
high doses resulted in a prolonged demen-
tia, and she had to be hospitalized. The
lawsuit alleged that Franklin had been neg-
ligent in putting her on steroids, given the
risks of the medication, and that he was
therefore financially responsible for the
aftermath. Franklin had been outraged.
She'd had a life-threatening problem, and
he'd given her the best care he could.
Now, as an M.G.H. staff member, he
decided to see the hospital director. He
asked for a small investigation into how
the mistake had been made and how it

" might be prevented in the future; he also

wanted to secure financial support for
Peter's family. The director told him that
he couldn’t talk to him about the matter.
He should get a lawyer, he said. Was
there no other way, Franklin wanted to
know. There wasn't.

Here's where we in medicine have
failed. When something bad happens in
the course of care and a patient and farn-
ily want to know whether it was unavoid-
able or due to a terrible mistake, where
are they to turn? Most people turn first to
the doctors involved. But what if they
aren’t very responsive, or their expla-
nations don’t sound quite right? People
often call an attorney just to get help in
finding out what happened. 7

“Most people aren’t sure what they're
coming to me for,” Vernon Glenn, the
South Carolina trial attorney, told me.
“The tipoff is often from nurses saying,
“This was just wrong. This should never
have happened.’” The families ask him
to have a look at the medical files. If the
loss or injury is serious, he has an expert
review the files. “More often than you
would think, well say, Here’s what hap-
pened. We don’t think it’s a case” And
theyll say, ‘At least we know what hap-
pened now.”

Malpractice attorneys are hardly the
most impartial assessors of care, but
medicine has offered no genuine alter-
native—because physicians are generally
unwilling to take financial responsibility
for the consequences of their mistakes.

Indeed, the one argument that has per-



right about mistakes is that doing'so
might make patients less likely to sue.
What would most doctors do if some-
one close to thern was hurt by a medical
error? In a recent national s survey, phym—
cians and non-physicians were given the
following case: A surgeon orders an anti-
- biotic for a sixty-seven-year-old man un-
dergomg surgery, failing to notice that the
patient’s chart says that he is allergic to the
drug. The mistake js not caughtuntil after
 the aritibioti¢ is given, and, despite every
effort, the patient dies as a result. What
should be dorie? Unlike fifty per cént of
the public, almost none of the physicians
wanted the surgeon to lose his licerise.
Mcdlcal care requires. that a thousand
critical steps go right every day, and none
ofus would have a license if we were pun-
ished every time we faltered. At the same
time, fifty-five per cent of the physicians
said that they would sue the surgeon for
malpractice.
‘That's what Bill Franklin, with some
trepidation, decided to do. Lawyer friends
-warned him that he might have to leave

well. He loved the hospital and his prac-
tice; Peter's oral surgeon was a friend. But
his son had been harmed, and he felt that
Peter and his young family were entitled
to compensation for all that they had lost
and suffered. Peter himself was against
suing. He was afraid that a lawsuit might
so antagonize his doctors that they would
not treat him properly. But he was per-
suaded to go along with it.

At first, the Franklins were told that
10 lawyer would take the case. The error

putitbeyond the state’s three-year statute

time, one could not file a civil claim for an
action long in the past—never mind that
Peter didn't learn about the error until it
was too late. Then they found a young
‘Boston trial attorney named Michael
Mone, who took the case all the way to
the Massachusetts Supreme Court and, in
1980, won a change in the law. Franklin v.
Massachusetts General Hospital et al.
ruled that such time limits must start with

stands today. The change allowed the case
to-proceed.

The trial was held in 1983, in the town
of Dedham, in the same courthouse
where, six decades earlier, the anarchists
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suaded many doctors to'be more forth-.

_ his position on staff if things didn’t 80 :

had been made fouryears carlier, and this

of limitations. As in most states at the

the discovery of harm, and the precedent

Sacco and Vanzetti had beeni conv1ctcd of
* murder. “I don’t remember much’ about
the trial—T'veblocked it out, Bevank— :

lin, Peter's mother, says. “But I rcmcrp_
ber the room. And I remember Michiael
Mone saying those words we'd been wait-
ing so long to hear: ‘Ladies and gentle-
men, this young man had a time bomb
‘ticking in his chest. And for four years—
Jour year:—thc doctors did. nothing.’”

The trial took four days. Tie jury found -
in favor of Peteér,.and awarded th six -

hundred thousand dollars.-

Bill Franklm says that he never expe- .

rienced: any negative repercussions at the
hospital. His colleagues seemed
derstand, and Peter’s doctors did
very best for kim. Peter contintied to ;

long year, after six full cycles of chémo-
therapy, the lymph nodes in his chest
continued to harbor residual cancer. He
was given a new chemothefapy regimén,
which so weakened his immune system
that he almost died of a viral lung infec-
tion. He was in the hospital for weeks,

and was finally forced to take a leave
from school. The virus left him short of
‘breath whenever he did anything more
strenuous than climb half a ﬂlght of
stairs, and wnhburmng nerve pain in his

feet. His marriage slowly disintegrated; a

disaster can either draw people together
or pull them apart, and this one - pulled
Peter and his wife apart.

Yet Petér survived. He evcntually

completed medical school,and decidedto

go'into radmlog,' To cvexyones su:pnse

e was rejected by his top-choice resi-
dency-programs. A dean at Boston Uni-

versity called the chairman of: radiology at .
‘one of the programs to find out why.
“This guy's a maverick! He’s suing doc-

tors!” was the reply. The dean told the

chairman Peter’s story and then asked,
“If this was you son, what would you.
do?” Peter got in after that. He chose Bos-

ton Umver51tys program and, when he

finished, he was asked to join the staff
“there. Soon, he was made a division chief.
" He remarried and is now a fifty-six-year-
old expert on orthopedic imaging, w1th a
“brush mustache, a graying thatch of hair,

d chronic lung and liver troubles from

terprets scans for a hundred and fifty cen-
ters across the country. He is also a spe-
cialist for professional sports teams, in-
duding the San Diego Chargers and the
Chicago Bears.

" He says that his ordeal has made him
exceedingly careful in his work. He has set

'up a review committee to find and analyze

errors. Nonetheless, the smgle biggest

budget item for his group is malpractice
insurance. As it happens, the most com-

mon kind of malpractice case in the coun-
try involves allegations that doctors have
made the kind of error that Peter once
faced—a missed or delayed diagnosis. I
asked him how he felt about being re-

, spons1ble for a lawsuit that had made it

easier to sue for such claims. He winced

: and | paused to consider his answer.

"Ithmkthe malpractice system has run

“Thank goodness he iuas wearing a condom.”

S S FTTVeeI o e cr—— .

,_ iemotherapy. Four years ago, he
, - started a teleradiology group that now in-
tend medical'school. At the end of that. -
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amok,” he finally said. “I don’t think that
my little experience has anything to do
with it—the system is just so rampant
with problems. But, if you're damaged,
you're damaged. If we screw up, I think
we should eat it.” Wasn’t he contradicting
himself? No, he said; the system was the
contradiction. It helps few of the people
who deserve compensation. His case was
unusual, and even that involved a seven-
year struggle before all the appeals and
challenges were dismissed. At the same
time, too many undeserving patients sue,
imposing enormous expense and misery.
The system, as he seesit, is fundamentally
perverse.

he paradox at the heart of medical
care is that it works so well, and yet
- neverwell enough. Itroutinely gives peo-
ple years of health that they otherwise
wouldn’t have had. Death rates from
heart disease have fallen by almost two-
thirds since the nineteen-fifties. The sur-
vival rate among cancer patients is now
almost seventy per cent. A century ago,
ten in a hundred newborns and one in a

- hundred mothers died; today, just seven
in a thousand newbomns and fewer than
one in ten thousand mothers do. But this
has required drugs and machines and
operations and, most of all, decisions
that can as easily damage people as save
them. It's precisely because of our enor-
mous success that people are bound to
wonder what went wrong when we fail.
As a surgeon, I will per-
form about four hundred op- |
erations in the next year—ev-
erything from emergency
repair of strangulated groin
hernias to removal of thyroid
cancers. For about two per
cent of patients—for eight,
maybe ten, of them—things
will not go well. They will de-
velop life-threatening bleed-
ing. Or I will damage a crifical
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stand these instances. Are doctors vil-
lains if we make mistakes? No, because
then we all are. But we are tainted by the
harm we cause.

I watch a lot of baseball, and I often
find myself thinking about the third
baseman’s job. In a season, a third base-
man will have about as many chances to
throw a man out as I will to operate on
people. The very best (players like Mike
Lowell, Hank Blalock, and Bill Moueller)
do this perfectly almost every time. But
two per cent of the time even they drop
the ball or throw it over the first base-
man’s head. No one playing a full season
fails to make stupid errors. When he
does, the fans hoot and jeer. If the play-
er's error costs the game, the hooting will
turn to yelling. Imagine, though, that if

 every time Bill Mueller threw and missed

it cost or damaged the life of someone
you cared about. One error leaves an old
man with a tracheostomy; another puts a
young woman in a wheelchair; another
leaves a child brain-damaged for the rest
of her days. His teammates would still
commiserate, but the rest of us? Some
will want to rush the field howling for
Mueller's blood. Others will see all the
saves he's made and forgive him his fail-
ures. Nobody, though, would see him in
quite the same way again. And nobody
would be happy to have the game go on
as if nothing had happened. We'd want
him to show sorrow, to take responsibility.
We'd want the people he injured to be
helped in a meaningful way.
This is our situation in
medicine, and litigation has

- proved to be a singularly un-
satisfactory solution. Its ex-
pensive, drawn-out, and pain~
fully adversarial. It also helps
very few people. Ninety-eight
per cent of families that are
hurt by medical errors don’t
sue. They are unable to find
lawyers who think they would

nerve. Or I will make 2 wrong
diagnosis. Whatever Hippocrates may
have said, sometimes we do harm. Stud-
ies of serious complications find that usu-
ally about half are unavoidable; and, in
such cases, I might be able to find some
small solace in knowing this. But in the
other half I will simply have done some-
thing wrong, and my mistake may change
someone’s life forever. Society is still
searching for an adequate way to under-

70 THE NEW YORKER, NOVEMBER 4, 2005_

make good plaintiffs, or they
are simply too daunted. Of those who do
sue, most will lose. In the end, fewer than
one in a hundred deserving families re-
ceive any money. The rest get nothing: no
help, not even an apology.

hefe is an alternative approach,
which was developed for people
who have been injured by vaccines. Vac-
cines protect tens of millions of chil-

dren, but every year one in ten thousand
or so isharmed by side effects. Between
1980 and 1986, personal-injury lawyers
filed damage claims valued at more than
$3.5 billion against doctors and manu-
facturers. When they began to win, vac-
cine prices jumped and some manufac-
turers got out of the business. Vaccine
stockpiles dwindled. Shortages ap-
peared. So Congress stepped in. Vac-
cines now carry a seventy-five-cent sur-
charge (about fifteen per cent of total
costs), which goes into a fund for chil-
dren who are injured by them. The pro-
gram does not waste effort trying to sort
those who are injured through neg-
ligence from those who are injured
through bad luck. An expert panel has
enumerated the known injuries from
vaccines, and, if you have one, the fund
provides compensation for medical and
other expenses. If you're not satisfied,
you can sue in court. But few have.
Since 1988, the program has paid out a
total of $1.5 billion to injured patients.
Because these costs are predictable and
evenly distributed, vaccine manufactur-
ers have not only returned to the market
but produced new vaccines, including
ones against hepatitis and chicken pox.
The program also makes the data on
manufacturers public—whereas legal
settlements in medical cases are virtually
always sealed from view. The system has
flaws, but it has helped far more people
than the courts would have.

The central problem with any system
remotely as fair and efficient as this one
is that, applied more broadly, it would
be overwhelmed with cases. Even if
each doctor had just one injured and de-
serving patient a year (a highly optimis-
tic assumption), complete compensa-
tion would exceed the cost of providing
universal health coverage in America.
To be practical, the system would have
to have firm and perhaps arbitrary-
seerning limits on eligibility as well as on
compensation. New Zealand has settled
for a system like this. It has offered
compensation for medical injuries that
are rare (occurring in less than one per
cent of cases) and severe (resulting in
death or prolonged disability). As with
America’s vaccine fund, there is now no
atternpt to sort the victims of error from
the victims of bad luck. For those who
qualify, the program pays for lost in-
come, medical needs, and, if there’s a



permanent disability, an additional
- lump sum for the suffering endured.
Payouts are made within nine months
of filing. There are no mammoth, ran-
dom windfalls, as there are in our sys-

. tem, but the public sees the amounts as-

reasonable, and there’s no clamor to
send these cases back to the courts.
The one defense of our malpractice
system is that it has civilized the pas-
sions that arise when a doctor has done
- a devastating wrong. It may not-be a
. rational system, but it does give peo-
plewith the most heartbreaking injuries
.- ameans to fight. Every once in a while,
it extracts enough money from a doctor
. to provide not just compensation but
.. the satisfaction of a resounding pun-

ishment, fair or.not. And although- .

it does nothing for most plaintiffs, peo-
-ple whose loved ones have suffered
complications-do not then riot in hos-
pital hallways, as clans havc donc in
some countries. -
We are in the midst of a flurry of
efforts to “reform” our malpractice sys-
tem. More than half of the states have
 enacted limits on the amount of money
that juries can award someone who has
been injured by a doctor, and Congress.
is considering a federal cap of two hun-
dred and fifty thousand dollars on non-
economic damage awards. But none of
this will make the system fairer or less
frustrating for either doctors or patients.
It simply puts an arbitrary limit on pay-
ments so that doctors’ insurance premi-
- ums might, at least tcmpomnly be more
-affordable.
Whedlcramplsenactedornot,lvw]l
. pay at least half a million dollars in pre-
miums in the next ten years. I would
much rather see that money placed in an
insurance fund for my patients who suffer

complications from my care, even if the

fund cannot be as generous as we'd like it
to be. There’s no real chance of this hap-

pening, though. Instead, we're forced to
make do with what we have.

: In Courtroom 7A of the Edward J.

Sullivan Courthouse in Cambridge,
after seven years of litigation; more than
twenty thousand dollars in payments to
medical experts; the procurement of
bailiffs, court reporters, a judge, and two-
hundred-and-fifty-dollar-an-hour de-
fense attorneys; time on an ovedoaded
court schedule; and the commandeered

THURSDAY-MORNING QUARTERBACK |

Too bad what's -k -s nawme
‘ wual* W better { rm.

lives of fourteen jurors for almost two

- weeks, Barry Lang stood behind a lec-

tern to make his closing argument on be-

half of the estate of Barbara Stanley. -
- “Dr. Reed is not: actmum], he told the
jury. “But he was negligent, and his neg--
ligence was a key factor in causing Bar- -

bara Stanlcys dmth.”

It was not an open—and—shut case.

_Evenin Lang’s account, Reed was faced

with a difficult medical problem: pa-
thologists who contradicted'each other
about whether the first biopsy showed
skin cancer; a second biopsy that failed
to settle the issue; a distrusting patient

" who was angry with him, first for doing

too much and then for doing too lit-
tle. But, for the first time during the

* trial, Lang stopped his constant pacing.

He spoke slowly and plainly. The story
he told seemed lucid and coherent.
In that fateful telephone conversation,
he argued, Reed failed to offer Stan-

ledwns 'avgm\t{ play
b wlach .
1 (org c_‘l‘

wlatn -

S But why didet
§ fhat 9uy ia thie Hird
varter...vo,5€Cond ..
v\o,ﬂ\i"d q,uui‘cr...
never mind...

ol

ley the option of a more radical skin

excision that might have saved her life.

Judge Kenneth Fishman then gave
the jury its instructions. Stanley’s son,
Emie Browe, sat in the front row of the
gallery on one side, and Kenneth Reed
sat a row back on the other. Both looked
drained. When the judge finished, it was

late in the afternoon, and everyone was - '

d1srmssed for the day

The next morning, the jury began

its deliberations. Just before noon, the
court officer announced that a verdict

had been reached: Dr. Kenneth Reed

was not negligent in his care of Barbara
Stanley. Stanley’s son slumped in his

seat, looked down at the floor, and did
not move for a long while. Barry Lang

promptly stood up to put away his pa- -
pers. “It was a tough case,” he said. Reed

was not there to hear the verdict. He
had been seeing patients in his office

all morning. ¢
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Since the late 1990s, premium rates for medical malpractice insurance have
increased dramatically for physicians in certain specialties and states.
These increases have raised concerns that many physicians will no longer
be able to afford malpractice insurance and may be forced to curtail or
discontinue providing services. These concerns have been heightened as
some large insurers, faced with declining profits, have either stopped
selling medical malpractice insurance or reduced their operations in a
number of states. But disagreement exists over the causes of increased
premium rates and what, if anything, should be done in response to the
current situation. For example, some have argued for tort reform as a
means of lowering certain awards in medical malpractice lawsuits and
advocate legislative changes at the state level designed to place a cap on
such awards. Others have argued for medical reforms as a means of
reducing the incidence of medical malpractice or for insurance reforms as
a way to moderate premium rate increases.

In response to these concerns, you asked us to determine the reasons
behind the recent increases in some medical malpractice insurance rates.?
Our specific objectives were to (1) describe the extent of the increases in’
medical malpractice insurance rates, (2) analyze the factors that have
contributed to the increases, and (3) identify changes in the medical
malpractice insurance market that may make the current period of rising
premium rates different from earlier periods of rate hikes. We will also

'Medical malpractice lawsuits are generally based on tort law, which includes both statutes

. and court decisions. A tort is a wrongful act or omission by an individual that causes harm

to another individual. Typically, a malpractice tort would be based on the claim that the
health care provider was negligent, had failed to meet the acceptable standard of care owed
to the patient, and thus had caused injury to the patient.

“Some health care provider associations and others have expiemed concern over medical

malpractice insurance premium rates for nursing homes and hospitals, but this topic is
outside the scope of our report. .
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issue a related report that describes the effect of nsmg malpractice
premiums on access to health care and related issues.?

Recognizing that the medical malpractice market can vary considerably
across states, as part of our review we judgmentally selected a sample of

- seven states—California, Florida, Minnesota, Mississippi, Nevada, -
Pennsylvania, and Texas—in order to conduct a more in depth review in
each of those states. Our sample ¢ontains a mix of states based on the
following characteristics: extent of any recent increases in premium rates,
status as a “crisis state” according to the American Medical Association,
presence of caps on noneconomic damages, state population, and
aggregate loss ratios for medical malpractice insurers within the state.
Except where noted otherwise, our analyses were limited to these states.
Within each state, we spoke to one or bothi of the two largest and currently
active medical malpractice insurers,* the state insurance regulator, and the
state association of trial attorneys. In six states, we spoke to the state
medical association, and in five states, we spoke to the state hospital
“association. To examine the extent of increases in medical malpractice
insurance rates in our sample states, we reviewed annual survey data
collected by a private company.® To analyze the factors éontributing to the
premium rate increases in our sample states as well as nationally, we
reviewed data provided by medical malpractice insurers to state insurance
regulators, the National Association of Insurance Commissioner’s_ (NAIC),5

*For other related GAO products, see the list at the end of this report.

‘We determined the largest insurers in 2002 based on premiums written for calendar year
2001. : :

*The Medical Liability Monitor annually surveys providers of medical malpractice
. insurance to obtain their premium base rates for three different specialties: internal
niedicine, general surgery, and obstetrics/gynecology.

SNAIC i_s.a voiuntaly asso_cial:ioh of the heads of each state insurance department, the
District of Columbia, and four U.S. territories. NAIC assists state insurance regulators by
providing guidance, model (or recommended) laws and guidelines, and information-sharing
tools. .. . :
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and A.M. Best’ on insurers within our sample states as well as the 15 largest
writers of medical malpractice insurance nationally in 2001 (whose
combined market share nationally was approximately 64.3 percent). We
also spoke with officials from professional actuarial and insurance
organizations and national trial attorney and medical associations and
reviewed their testimonies before Congress. In addition, we analyzed data
on medical malpractice claims collected by insurers, state regulators, and
others in our sample states as well as nationally.

To analyze how the national medical malpractice insurance market has
changed since previous periods of rising premium rates, we reviewed
studies published by NAIC, reviewed state insurance regulations and tort

laws, and spoke to the insurers and state insurance departments in our

sample states. We also spoke to officials from national professional
actuarial, legal, and insurance organizations. Appendix I contains a more
detailed description of our methodology.

Results in Brief

Since 1999, medical malpractice premium rates for physicians in some
states have increased dramatically. Among the seven states that we
analyzed, we found that both the extent of the increases and the premium
levels varied greatly not only from state to state but across medical
specialties and even among areas within states. For example, the largest
writer of medical malpractice insurance in Florida increased premium
rates for general surgeons in Dade County by approximately 75 percent
from 1999 to 2002, while the largest insurer in Minnesota increased
premium rates for the same specialty by about 2 percent over the same
period. The resulting 2002 premium rate quoted by the insurer in Florida
was $174,300 a year, more than 17 times the $10,140 premium rate quoted
by the insurer in Minnesota. In addition, the Florida insurer quoted a rate
for general surgeons outside Dade County of $89,000 a year for the same
coverage, approximately 51 percent of the rate it quoted inside Dade
County.

"A.M. Best is a rating agency that provides current or prospective investors, creditors, and
policyholders with independent analyses of insurance companies’ overall financial strength,
creditworthiness, ability to pay claims, and company activities.
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Multiple factors have contributed to the recent increases in medical

malpractice premium rates in the seven states we analyzed. First, since

- 1998 insurers’ losses on medical malpractice claims have mcreased rapidly
in some states. For exaraple, in Mississippi the amount insurers paid -

-annually on medical malpractice claims, or paid losses,® increased by
approximately 142 percent from 1998 to 2001 after adjusting for inflation.®
We found that the increased losses appeared to be the greatest contributor
to increased prémium rates, but a lack of comprehensive data at the
national and state levels on insurers’ medical malpractice claims and the
associated losses prevented us from fully analyzing the composition and
causes of those losses. For example, data that would have allowed us to
analyze claim severity at the insurer level on a state-by-state basis or
determine how losses were broken down between economic and _
noneconomic damages were unavailable. Second, from 1998 through 2001
medi_cal malpractice insurers experienced decreases in their investment
income as interest rates fell onthe bonds that generally make up around
80 percent of these insurers' investment portfolios. While almost no
medical malpractice insurers experienced net losses on their investment
portfolios over this period, a decrease in investment income meant that
income from insurance premiums had to cover a 1arger share of insurers’
costs. Thll‘d during the 1990s insurers competed vigorously for medical
malpractice business, and several factors, including high investment
returns, permitted them to offer prices that in hindsight, for some insurers,
did not completely cover then' ultimate losses on that business. As a result
of this, some companies became insolvent or voluntarily left the market,
reducing the downward competltlve pressure on premium rates that had
_emsted through the 1990s. Fourth, beginning in 2001 reinsurance rates for
medlcal malpractice i msurers also increased more rapidly than they had in

*Paid losses are the cash payments insurers made in a given period, such as a calendar year,
on claims reported during both the current and previous years. Incurred losses include the
insurer’s expected costs for claims reported in that year and adjustments to the expected
costs for claims reported in earlier years. In Mississippi, insurers’ incurred losses increased
" approximately 197.5 percent from 1998 to 2001, after adjusting for inflation.

*We adjusted for inflation using the consurer price index (CPI). The CPI is a measure of the
average change over time in the prices consumers pay for a basket of goods and services.
This report uses the CPI-U, which is meant to reflect the spending patterns of urban
consummers and covers about 87 percent of the total U.S. population.

""In general, state insurance regulators require insurers to reduce their requested premium

rates in line with expected investment income. That is, the higher the expected income from
investments, the more premium rates must be reduced.
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the past, raising insurers’ overall costs.!! In combination, all of these
factors contribute to the movement of the medical malpractice insurance
market through cycles of hard and soft markets—similar to those
experienced by the property-casualty insurance market as a whole—during
which premium rates fluctuate.' Cycles in the medical malpractice market
tend to be more extreme than in other insurance markets because of the
longer period of time required to resolve medical malpractice claims, and
factors such as changes in investment income and reduced competition can
exacerbate the fluctuations.

While the medical malpractice insurance market as a whole had
experienced periods of rapidly increasing premium rates during previous
hard markets in the mid-1970s and mid-1980s, the market has changed
considerably since then. These changes ar¢ largely the result of actions
insurers, health care providers, and states have taken to address increasing
premium rates. Beginning in the 1970s and 1980s, insurers began selling
“claims-made” rather than “occurrence-based” policies,'® enabling insurers
to better predict losses for a particular year. Also in the 1970s, physicians,
facing increasing premium rates and the departure of some insurers, began
to form mutual nonprofit insurance companies. Such companies, which
may have some cost and other advantages over commercial insurers, now
comprise a significant portion of the medical malpractice insurance
market. More recently, an increasing number of large hospitals and groups
of hospitals or physicians have left the traditional commercial insurance
market and begun to insure themselves in a variety of ways—for example,
by self-insuring. While such arrangements can save money on
administrative costs, hospitals and physicians insured through these
arrangements assume greater financial responsibility for malpractice
claims than they would under traditional insurance arrangements and thus
may face a greater risk of insolvency. Finally, since periods of increasing

""Reinsurance is insurance for insurance companies, which insurance companies routinely
use as a way to spread the risk associated with their insurance policies.

2Some industry officials have characterized hard markets as periods of rapidly rising
premium rates, tightened underwriting standards, narrowed coverage, and the withdrawal
of insurers ﬁ'om certain markets. Soft markets are characterized by relatively flat or slow-
rising premium rates, less stringent underwriting standards, expanded coverage and strong
competition among insurers.

¥Claims-made policies cover claims reported during the year in which the policy is in effect.
Occurrence-based policies cover claims arising out of events that occurred but may not
have been reported during the year in which the policy was in effect. Most policies sold
today are claims-made policies.
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premium rates during the mid-1970s and mid-1980s, all states passed at
least some laws designed to reduce medical malpractlce premium rates.
Some of these laws are designed to decrease insurers’ losses on medical

- malpractice claims, while others are designed to more tightly control the

premium rates insurers can charge. These changes make it difficult to
predict how medical malpractice premlums might behave durmg future
hard and soft markets :

- This report inc_ludes a matter that Congress may want to-consider as it

looks for ways to improve the ability of Congress, state insurance
regulators, and others to analyze the current and future medical
malpractice insurance markets. Specifically, Congress may want to
consider encouraging NAIC and state insurance regulators to identify and
collect additional data necessary to evaluate the frequency,'* severity,'® and
causes of losses on medlcal malpractlce claims.

We received comments on a draft of this report from NAIC'’s Director of

Research. The Director generally agreed with the report’s findings and

matters for congressional consideration, -and provided technical comments

- that we have incorporated as appropriate. The Director's comments are

dlscussed in greater detail at the end of this letter.

Background

Nearly all health care providers, such as physicians and hospitals, purchase
insurance that covers expenses related to medical malpractice claims,
mcludmg payments to claimants and legal expenses. The most common
physician policies provide $1 million of coverage per incident and

* $3 million of coverage per year. Today the primary sellers of physician

medical malpractlce insurance are the physician-owned and/or operated

“insurance companies that, according to the Physician Insurers Association
of America, insure approximately 60 percent of all physicians in private

practice in the United States. Other health care providers may obtain
coverage through coramercial insurance companies, mutual coverage

- arrangements, or state-run insurance programs, or may self-insure (take

responsibility for claims themselves). Most medical malpractice insurance
pohc1es offer clalms-made coverage, whlch covers claims reported during

YClaim frequency is the number of claims per exposure unit, such as a single general
practitioner. )

%Claim severity is the averége loss per claim.
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the year in which the policy is in effect. A small and declining number of
policies offer occurrence coverage, which covers all claims arising out of
events that occurred during the year in which the policy was in effect.

Medical malpractice insurance operates much like other types of
insurance, with insurers collecting premiurris from policyholders in
exchange for an agreement to defend and pay future claims within the
limits set by the policy. Insurers invest the premiums they collect and use
the income from those investments to reduce the amount of premium
income that would have been required otherwise. Claims against a
policyholder are recorded as expenses, or incurred losses, which are equal
to the amount paid on those claims as well as the insurer’s estimate of
future losses on those same claims. The liability associated with the
portion of these incurred losses that have not yet been paid by the insurer
is collectively known as the insurer’s loss reserve. In order to maintain
financial soundness, insurers must maintain assets in excess of total
liabilities—including loss reserves and reserves for premiums received but
not yet earned'*—to make up what is known as the insurer’s surplus. State
insurance departments monitor insurers’ solvency by tracking, among
other measures, the ratio of total annual premiums to this surplus. Medical
malpractice insurers generally attempt to keep their surplus approxunately
equal to their annual premium income.

Medical malpractice insurers establish premium base rates for particular
- medical specialties within a state and sometimes for particular geographic
regions within a state. Insurers may also offer discounts or add surcharges
for the particular characteristics of policyholders, such as claim histories
or whether they participate in risk-management programs. The premium -
rates are based on anticipated losses on claims and related expenses,
expected investment i income, the need to build a surplus, and, for for-profit
~ insurers, the desire to earn a reasonable profit for shareholders. In most
states the insurance regulators have the authority to approve or deny
proposed changes to premium rates.

“Insurers collect premiums in advance for coverage during a future period of time, and as
that period of time passes, those premiums are “earned.” Premiums related to periods of
time yet to pass are considered “unearned” and are a liability on the books of the insurer.
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For several reasons, accurately predicting losses on medical malpractice

claims is difficult. First, according to a national insurer association we

spoke with, most medical malpractice claims take an average of more than

-5 years to resolve, including: discovering the malpractice, filing a claim,
determining (through settlement or trial) payment responsibilities, if any,
and paying the claim."” In addition, some claims may not be resolved for as
long as 8 to 10 years. As aresult, insurers often must estimate costs years in
advance. Second, the range of potential losses is wide. Actuaries.we spoke .
with told us that individual claims with similar characteristics can result in
very different losses for the insurer, making it difficult to predict the
ultimate cost of any single claim. Third, the predictive value of historical
data is further limited by the‘often small pool of relevant policyholders. For
example, a relevant pool of policyholders would be physicians practicing a
particular spec1alty within a specific state and perhaps within a specific
geographic area within that state. In smaller states, and for some of the less
common but more risky specialties, this pool could be very small and

- provide only a limited amount of data that could be used to estimate future
costs -

.Medical malpractice insurance is regulated by state insurance departments
and subject to state laws. That is, insurers selling medical malpractice -
insurance in a particular state are subject to that state’s regulations for
their operations within that state, and all claims within that state are
subject to that state’s tort laws. Insurance regulatlons €an vary across
states, creating differences in the way insurance rates are regulated. For
example, one state insurance regulator we spoke with essentially let the
insurance market determine appropriate rates, while another had an
increased level of review, including approving specific company rates on a
case-by-case basis. NAIC assists state insurance regulators in developing
these regulations. by providing guidance, model (or recommended) laws

' and gmdelmes and mformanon-shanng tools.

In response to concerns over rising premium rates, physicians, medical
associations, and insurers have pushed for state and federal legislation that
would, among other things, limit the amount of damages paid out on
medical malpractice claims. A few states have passed legislation with such
limitations over the past several years, and federal legislation is pending.
On March 13, 2003, the House of Representatives passed the Help Efficient,

Estimates of some md1v1dual insurers we spoke w1th ra.nged from around 3 years to over
5 years .
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Accessible Low-Cost, Timely Healthcare (HEALTH) Act of 2003, which
includes, among other things, a limit on certain types of damages in
medical malpractice claims. On March 12, 2003, a similar bill of the same
name was introduced in the Senate, but as of June 2003, no additional
action had been taken.

Both the Extent of
Increases in Medical
Malpractice Premium
Rates and the Rates
Themselves Varied
across Specialties and
States

Beginning in 1999 and 2000, medical malpractice insurers in our seven
sample states increased their premium rates'® for the physician specialties
of general surgery, internal medicine, and obstetrics/gynecology faster than
they had since at least 1992. These specialties were the only ones for which
data were available, and 1992 was the earliest year for which we could
obtain comprehensive survey data.’® However, both the extent of these
changes and the level of the premium rates insurers charged varied greatly
across medical specialties, states, and even areas within states. From 1999
through 2002, one large insurer raised rates more for internal medicine
than for general surgery, while another raised rates 12 times more for
general surgery than for internal medicine. Changes in premium base rates
among some of the largest insurers in each state ranged from a reduction of
about 9 percent for obstetricians and gynecologists insured by one
California company to an increase of almost 170 percent for doctors in the

®In this report, premium rates are the base rates insurers submit to state regulators along
with a schedule of potential deductions or additions related to the particular characteristics
of policyholders. The actual premium rate insurers charge individual policyholders varies
from the base rate. We could not determine the extent to which the actual premium rates
charged varied from the base rates, but among some of the insurers we spoke with, the
actual premium rates ranged from about 50 to 100 percent of the base rates over the past
several years. Some market observers and participants also told us that the discounts have
decreased over the last several years.

All premium rate information in this report is based on survey data collected by the
Medical Liability Monitor, a newsletter that, among other things, publishes the results of its
annual surveys of the premium rates of medical malpractice insurers. Comprehensive
survey data was available for years 1992 to 2002. The surveys, which are sent to medical
malpractice insurers, request premium rates for each state or smaller region for a standard
amount of coverage in three specialties—internal medicine, general surgery, and
obstetrics/gynecology. The Medical Liability Monitor selected these in order to have data
representative of low-, medium-, and high-risk specialties. In the survey results for 1999
through 2002, all 50 states were represented in the rate information that companies
provided. The premium rates collected in the survey are base rates that do not reflect the
discounts or the additional amounts insurers charge, so actual premium rates can vary from
the premium rates given in the survey.
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‘same specialty in one area of Pennsylvania.” At the same time, premium
- rates for the same amount of coverage for the same medical specialty

varied by a factor of as much as 17 among states—that is, the rate in one

state was 17 txmes hlgher than the rate in a different state

Premium Rates Have Grown
Rapidly since 1998 for
Certain Specialties in Some
States

As figure 1 shows, premium base rates varied across our seven sarmple

" states from 1992 to 1998 but for most insurers remained relatively flat.

Beginning in 1999 and 2000, however, most of these insurers began
increasing their rates in larger increments. Many of the increases were
dramatic, ranging as high as 165 percent, although some rates remained
flat. Flgure 2 shows the percentage increase in premium rates for the

largest insurers in our seven sample states from 1999 through 2002.2 In the -

Harrisburgarea of Pennsylvania, for example, the largest insurer increased

- premium base rates dramatically_ for three specialties: obstetrics/

gynecology (165 percent), general surgery (130 percent), and internal
medicine (130 percent). At the same time, the conisumer price index (CPI)
increased by 10 percent. However, in California and Minnesota, premium

' base rates for the same specialties rose between 5 and 21 percent and in
some cases fell slightly. The variations in the changes in premium base

rates among our sample states appears to be consistent with the changes in
states outside our sample, with insurers in some states raising premium -
rates rapidly after 1999 and insurers in other states raising them very little.

2In this report, premium rates shown for Pennsylvania include a surcharge for a mandatory
professional liability catastrophe loss fund. Policies purchased from an insurer provide
coverage up to a specific. amount, and the loss fund then provides additional coverage. The
amount required tobe covered by insurers has been increasing and the amount covered by
the loss fund has been decreasing. In 2002, insurers covered the first $500,000 of any claim,

" up to an annual liit of $1.5 million, while the loss fund covered an addmonal $400,000 per
claim, up to an annual limit of $1 2 million.

2'We determined the largest insurers in each of our seven sample states based on premiums

»wnttenm2001
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.
Figure 1: Premium Base Rates of the Largest Insurers in Seven Selected States for
Three Medical Specialties, 1992-2002
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The Level of Premium Rates
Also Varied across
Specialties and States

We found that premium rates quoted by insurers in our seven sample states
varied across medical specialties and states. According to some of the
insurers and actuaries we spoke with, the differences in rates reflect the
costs associated with medical malpractice claims against physicians in
particular specialties. Specialties with a high risk of large or frequent losses
on medical malpractice claims will have higher premium rates. For
example, in 2002 the largest medical malpractice insurer in Texas quoted a
base rate for the same level of coverage of $92,000 to obstetricians and
gynecologists, $71,000 to general surgeons, and $26,000 to internists. Figure
3 shows the premium rates quoted by the largest medical malpractice
insurers in our sample states for these three specialties.?

Premium rates quoted by insurers in our seven sample states for the same
medical specialty also varied across states and geographic areas within
states (see fig. 3). Some of the insurers and actuaries we spoke with told us
that these variations also reflect differences in insurers’ loss experiences in
those venues. As figure 3 shows, the largest insurer in Florida quoted a
premium base rate of $201,000 for obstetricians and gynecologists in Dade
County, while the largest insurer in California quoted a premium based rate
of $36,000 for similar physicians in northern California. Within Florida, the
same large insurer quoted a premium base rate of $103,000 for
obstetricians and gynecologists outside of Dade County—approximately 51
percent of the Dade County rate. Within Pennsylvania, the largest insurer
quoted a premiur base rate of $64,000 for doctors in Philadelphia—
approximately 83 percent more than the rate it quoted outside the city.

2Not all of the insurers included in figs. 3 and 4 are the same, as data that would have
allowed us to complete the same analyses for all of the insurers was not available.
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Multiple Factors Have
Contributed to the
Increases in Medical
Malpractice Premium
Rates

Insurers’ losses, declines in investment income, a less competitive climate,
and climbing reinsurance rates have all contributed to rising premium
rates. First, among our seven sample states, insurers’ losses have increased
rapidly in some states, increasing the amount that insurers expect to pay
out on future claims. Second, on the national level insurers’ investment
income has decreased, so that insurance companies must increasingly rely
on premiums to cover costs. Third, some large medical malpractice
insurers have left the market in some states because selling policies was no
longer profitable, reducing the downward competitive pressure on
premium rates that existed through most of the 1990s. Last, reinsurance
rates for some medical malpractice insurers in our seven sample states
have increased substantially, increasing insurers’ overall costs. In
combination, all the factors affecting premium rates and the-availability of
medical malpractice insurance contribute to the medical malpractice
insurance cycle of hard and soft markets. While predicting the length, size
and turning points of a cycle may be impossible, it is clear that the
relatively long period of time required to resolve medical malpractice
claims makes the cycles more extreme in this market than in other
insurance markets.

Increased Losses on Claims
Are the Primary Contributor
to Higher Medical

Malpractice Premium Rates

Like premium increases, annual paid losses and incurred losses for the
national medical malpractice insurance market began to rise more rapidly
beginning in 1998.% After adjusting for inflation, we found that the average
annual increase in paid losses from 1988 to 1997 was approximately 3.0
percent but that this rate rose to 8.2 percent from 1998 through 2001.
Inflation-adjusted incurred losses decreased by an average annual rate of
3.7 percent from 1988 to 1997 but increased by 18.7 percent from 1998 to
2001. Figure 4 shows paid and incurred losses for the national medical
malpractice market from 1975 to 2001, adjusted for inflation.

B0ver the past several years, some large medical malpractice insurers in some states have
become insolvent. Such insolvencies may have caused aggregate paid losses in those states
to be understated to an unknown extent, because while the insurer may still be paying
medical malpractice claims, they may no longer be reporting those payments to NAIC or
state regulators.
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Paid and incurred losses give different pictures of an insurer’s loss

v expenence and examining both can help provide a better understandmg of

~an msurers losses, Paid losses are the cash payments an insurer makes in
a glven year, irrespective of the year in which the claim giving rise to the
payment occurred or was reported. Most payments made in any given year
are for cla.lms that were reported in previous years. In contrast, incurred
losses i In any single year reflect an insurer’s expectations of the amounts

' 'that w111 be pald on claJms reported in that year. Incurred losses for a given
year will also reflect any adjustments an insurer makes to the expected
amounts that must be pald out on claims reported during previous years:
That is, as more mformatmon becomes available on a particular claim, the
insurer may find that the original estimate was too high or too low and
must make an adjustment. If the original estimate was too high, the
adjustment will decrease incurred losses, but if the original estimate was
too low, the ad]ustment Wlll increase them.

Incurred losses.are the largest component of medical malpractice insurers’
costs. For the 15 largest medical malpractice insurers in 2001—whose
.combined market share natlonally was approximately 64.3 percent—
incurred losses (including both payments to plaintiffs to resolve claims and
the costs associated with defendmg claims) comprised, on average, around
78 percent of the insurers’ total expenses. Because insurers base their
premium rates on their expected costs, their anticipated losses will
therefore be the pnmary determmant of premium rates.

#According to at least one insurer, the best measure of the results from policies may be the
ultimate paid losses on the claims reported that year, which insurers could compare to the
premiwms charged for the policies in question. However, as paid losses are not entirely
known for at least 3 to 5 years after they claims are reported, such information is not
corapletely available for the years 1998 through 2002.
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Figure 4: Inflation-Adjusted Paid and Incurred Losses for the National Medical Mal
the CPJ, in 2001 Dollars)

7,000 Dollars in millions

6,000
5,900
4,000
3,000
2,000
1,000

0

Source: GAO analysis of A.M. Best data.

practice Insurance Market, 1975-2001 (Using

— 7
1l
o
1 ] r —
— ] —r_

—
h‘o/\%QQvafbv‘ob'\‘meNf\rGo?"o'o/\Q;O:QN
> & & & &L S Y E LSS S S S S o o & o o S
»‘3’»?3’»9»9»3’@8@@@@@9@@3&988@@8’8:\?@

[:[ Direct fosses incurred in 2001 dollars

Direct losses paid in 2001 doliars

Page 17

GAO-03-702 Medical Malpractice Insurance



The recent increases in both paid and incurred losses among our severn:
sample states varied considerably, with.some states  experiencing
,51gmﬁcant1y hlgher increases than others. From 1998 to 2001, for example,
paid losses in Pennsylvania and Mississippi increased by approxunately
70.9 and 142.1 percent, respectively, while paid losses in California and
Minnesota increased by approximately 38.7 and 8.7 percent, respectively
(see fig. 5).% Because paid losses in any single year reflect primarily claims
reported during previous years, these losses may not be representative of
claims that were reported during the year the losses were paid.

- ®To better show annual changes in the states with smaller total losses, in both figs. 5 and 6
we have separated our seven sample states into two groups those w1th smaller total losses
and those with greater total losses. )
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Figure 5: Inflation-Adjusted Aggregate Paid Losses for Medical Malpractice Insurers in Seven Selected States, 1975-2001 (Using
the CPI, in 2001 Dollars)
600 Dollars in millions.

500

400

200

100

1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
IS California
@ @& Florida

®®88¢ Pennsylvania

e Texas

80 Dollars in millions
70

60 uﬁ
50
40
30

20

oo G50 B v i
1875 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988. 1989 1990 1991 1932 1993 1994 1995 1996 1997 1998 1939 2000 2001

sy Minnesota
@ =B Mississippi

Bewes Nevada

Source: GAO analysis of AM. Best data. -

Page 19 GAO-03-702 Medical Malpractice Insurance



From 1998 to 2001, aggregate incurred losses increased by large amounts in
.almost all of our seven sample states. As shown in. figure 6, the highest
-rates.of increase in mcurred losses over that period were expenenced by

insurers in Mississippi (197.5 percent) and Pennsylvania (97.2 percent).

Even in California and Minnesota, states with lower paid losses from 1998

through 2001, insurers experienced increases in incurred losses of

approxlmately 40.5 and 73.2 percent, respectively, over the same penod As
noted above, incurred losses in any single year reflect insurers’
expectations of future paid losses associated with claims reported in the

current year—that is, claims that will be paid, on average, over the next 3

and one-half years (according to one industry association). And because

insurers’ incurred losses have increased recently, insurers are expectmg
thelr paid losses to mcrease over the next several years.
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Figure 6: Inflation-Adjusted Aggregate Incurred Losses for Medical Malpractice Insurers in Seven Selected States, 1975-2001
(Using the CPI, in 2001 Dollars)
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Increased Losses Lead to Higher
Premium Rates i .

According to actuaries and insurers we spoke with, increased paid losses

- - -raiSe premium rates in several ways. FlI‘St higher paid losses on claims
, reported In current or previous years can increase insurers’ estimates of

what they expect to pay out on future claims. Insurers then raise premium
rates to match their expectations. In addition, large losses (particularly

~paid losses) on even one or a few individual claims can make it harder for

insurers to predict the amount they might have to pay on future claims.
Some insurers and actuaries we spoke with told us that when losses on
claims are hard to predict, insurers will generally adopt-more conservative
expectations regarding losses—that is, they will assume losses will be
toward the higher end of a predicted range of losses. Further, large losses

_ on individual claims can raise plaintiffs’ expectations for damages on

similar claims, ultimately resultmg in higher losses across both claims that

. are settled-and those that go to trial: As described above, this tendency in
- turn can lead to higher expectatlons of future losses and thus to higher

-Comprehensive Data on the
- Composition and Causes of
Increased Losses Were Lacking

~ premium rates. Finally, an increase in the percentage of claims on which

insurers must make payments can increase the amount that insurers expect
to pay on each policy, resulting in higher premium rates. That i is, insurers
expecting to pay out money on a high percentage of claims may charge

-more for all policies in order to cover the expected increases.

A lack of comprehensive data at the national and state levels on insurers’
medical malpractice claims and the associated losses prevented us from
fully analyzing both the composition and causes of those losses at the
insurer level.” For example, comprehensive data that would have allowed
us to fully analyze the severity of medical malpractice claims at the insurer
level on a state-by-state basis did not exist. To begin with, data submitted
by insurers to NAIC on the number of claims reported to insurers are not
broken out by state. Rather, insurers that operate in a number of states

* report the number of claims for all their medical malpractice insurance
. policies nationwide. Also, while NAIC does collect data that can be used to

measure the severity of claims paid in a single year (number of claims per
state), NAIC began this effort only in 2000. As a result, we could not gather
enough data to examine trends in the severity of paid claims from 1998 to
2002 at the insurer level. Similarly, comprehensive data did not exist that
would have allowed us to analyze claim frequency on a state-by-state basis.
As noted above, data that insurers ‘submit to NAIC on the number of claims

. reported were not broken out by state prior to 2000. In addition, insurers do

%Some additional data on medrca.l malpractice claims, not connected to individual insurers,
were available and were analyzed in a separate report. See GAQ O3~83G
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not submit information on the number of policies in effect or the number of
health care providers insured. Finally, medical associations we spoke with
in our sample states had not compiled accurate data on the number of
physicians practicing within those states. As a result, we could not analyze
changes in the frequency of medical malpractice claims in our sample
states at the insurer level.

Data that would have allowed us to analyze how losses were divided
between settlements and trial verdicts or between economic and
noneconomic damages were also not available. First, insurers do not
submit information to NAIC on the portion of losses paid as part of
settlements and the portion paid as the result of a trial verdict, and no other
comprehensive source of such information exists. However, all eight
insurers and one of the trial lawyers’ associations we spoke with provided
certain estimates about claims. The estimates of three insurers on the
percentage of claims resulting in trial verdicts ranged from 5 to 7 percent.
The estimates of four insurers and 1 state trial lawyers’ association of the
percentage of trial verdicts being decided in favor of the insured defendant
ranged from 70 to 86 percent. The estimates of four insurers and one state
trial lawyers’ association of the portion of claims resulting in payment to
the plaintiff ranged from 14 to 50 percent. Second, no comprehensive
source of information exists on the breakdown of losses between
economic damages, such as medical costs and lost wages, and
noneconomic damages, such as compensation for pain and suffering.
Several of the insurers and trial lawyers’ associations we spoke with noted
that settlement amounts are not formally divided between these two types
of damages and that consistent, comprehensive information on trial
Jjudgments is not collected. Furthermore, while judgment amounts obtained
at trial may be large, several of the insurers we spoke with said that they
most often do not pay amounts beyond a policyholder’s policy limits.#

- Data on the final amounts insurers pay out on individual judgments are not
collected, although they are reported in the aggregate as part of paid losses
in insurers’ financial statements.

¥Some insurers we spoke with told us that they can be liable for amounts beyond a policy’s
limits if the policyholder requests that the insurer settle with the plaintiff for an amount
equal to or less than the policy limit, but the insurer takes the case to trial, loses, and a
Jjudgment is entered in an amount greater than the policy limits. Insurers in California,
Florida, and Texas told us that payments beyond policy limits posed significant issues in
their states. .
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While losses on medical malpractice élajmé increase as the cost of medical

- care and the value of lost wages rise, losses in some states have far

outpaced such mﬂatlon Insurance, legal, and medical industry officials we
spoke with suggested a nuraber of potential causes for such increases.

‘These potential causes included a .greater societal propensity to sue; a

“lottery mentality,” where a lawsuit is seen as an easy way to get a large
sum of money; a sicker, older population; greater expectations for medical
care because of improved technology; and a reduced quality of care and the

breakdown of the doctor-patient relationship owing, for example, to factors

suchras the increasing prevalence of managed care organizations. While we

- could not analyze such potential causes for increased losses,

understanding them would be useful in developing strategies to address

- increasing medical malpractice premium rates. That is, because losses on

claims have such a profound effect on premium rates, understanding the
reasons those losses have increased could make it easier to devise actions
to control the rise in premium rates.?® -

Medical Malpractice
- Insurers’ Investment
‘Income Has Decreased

State laws restrict r_ﬁedjcal malpractice insurers to conservative

investments, primarily bonds. In 2001, the 15 largest writers of medical
malpractice insurance in the United States * invested, on average, around
79 percent of their investment assets in bonds, usually some combination
of U.S. Treasury, mumc1pal and corporate bonds. While the performance of
some bonds has surpassed that of the stock market as a whole since 2000,
annual yields on selected bonds since 2000 have decréased steadily since
then (table 1).

#State laws for resolving medical malpractlce claims may also affect the extent to which -
losses increase in a particular state. The effect of state laws on losses and premium rates is
discussed in greater detail in GAO-03-836.

®As reported by A.M. Best. These insurels included a combination of commercial
companies and physician-owned nonprofit insurers. Some of these insurers sold more than
one line of insurance, and changes in retwrns on investments might not be reflected equally
in the prerium rates in each of those lines.
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Table.1: Annual Yields for Selected Bonds, 1995-2002, and Average Return on Investment Assets, 19972002, for the 15 Largest
Writers of Medical Malpractice Insurance in 2001 ’

1995 1996 1997 1998 1999 2000 2001 2002
5-Year U.S. Treasury '
securities 6.38 6.18 6.22 5.15 5.55 6.16 4.56 3.82
10-Year U.S. Treasury ’
securities 6.57 6.44 6.35 5.26 5.65 6.03 5.02 4.61
5-Year AAA-rated municipal ‘
bonds 457 4.41 4.34 3.97 4.18 472 3.63 3.16
10-Year AAA-rated municipal
bonds 5.04 4.91 4.75 4.31 462 - 4.97 4.28 4.05
5-Year AAA-rated corporate :
bonds 6.71 6.49 6.52 5.61 6.17 6.96 5.24 4.45
10-Year AAA-rated corporate
bonds 6.93 6.77 6.66 5.74 6.38 7.09 5.92 5.42
Average return on investment :
assets for 15 largest insurers 2 e 5.6 5.5 5.2 5.6 50 4.0°

Source: GAO analysis of data from A.M. Best, the Federal Reserve, and the Bond Market Association.

“Data for 1995 and 1996 were not readily available.

*Complete information was not avaitable for the same companies in 2002. The 2002 average return on
investment was estimated based on the average bond yield and the average ratio of the bond yield to
the insurer's return on investment.

We analyzed the average investment returns of the 15 largest medical
malpractice insurers of 2001 and found that the average return fell from
about 5.6 percent in 2000 to an estimated 4.0 percent in 2002. However,
none of the companies experienced a net loss on investments at least
through 2001, the most recent year for which such data were available.
Additionally, almost no medical malpractice insurers overall experienced
net investment losses from 1997 to 2001.

Medical malpractice insurers are required by state insurance regulations to
reflect expected investment income in their premium rates, That is,
insurers are required to reduce their premium rates to consider the income
they expect to earn on their investments. As a result, when insurers expect
their returns on investments will be high, as returns were during most of
the 1990s, premium rates can remain relatively low because investment
income covers a larger share of losses on claims. Conversely, when
insurers expect their returns on investments will be lower—as returns have
been since around 2000—premium rates rise in order to cover a larger
share of losses. During periods of relatively high investment income,
insurers can lose money on the underwriting portion of their business yet
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still make a profit. That is, losses from medical malpractice claims and the
.. associated expenses may exceed premium income, but income from . -

investments can still allow the insurer to operate profitably. Insurers are
not allowed to increase premium rates to compensate for lower-than:
expected returns on past investments but must consider only prospective
income from investments:

None of the insurers that we consulted regarding this i issue toldus
deﬁnmvely how much the decreases in investment income had increased
premium rates. But we can make a rough estimate of the rela.tlonshlp
between return on investment and premium rates. When investment
income decreases, holding all else constant, income from premium rates
must increase by an equal amount in order for the insurer to maintain the
same overall level of income. Thus the total amount of investment assets .-
relative to prémium income determines how much rates need to rise to
compensate for lost investment income. Table 2 presents ahypothetical .
example. An insurer has $100,000 in investment assets and in the previous
year received $25,000 in premium income; for a ratio of investment assets
to premium income of 4 to 1. If the return on investments drops 1.
percentage point and all else remains constant, the insurer must raise
premium rates by 4 percent in order to compensate for the reduced
investment income. If the return on investments drops by 2 percentage
points, premium rates must rise by 8 percent t6 compensate. :
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Table 2: Hypothetical Example of How Premium Rates Change When the Return on
Investments Falls

Example 1 Example 2 Example 3 '
(a) Total investment assets $100,000 $100,000 $100,000
(b) Original total premium :
income" $25,000 $25,000 $25,000
(c) Percentage point drop
in return on investments 1% ) 2% 3%
(d) Drop in investment
income [(a) x (c)) $1,000 $2,000 $3,000

Total premium income

required to make up for

drop in investment income

[(b) + (d)] $26,000 $27,000 $28,000

Percentage increase in
premium income required
[(d) / (b) x 100] 4% 8% 12%

Source: GAO analysis.

Note: The examples given assume that all else holds constant and that the insurer must obtain the full
amount of additional funds required in the following year, even though the insurer would earn interest
on those funds and thus would not need to increase premium rates by the full amount. Such an
assumption may overstate the extent to which premium rates must be increased. The examples also
do not take into account the fact that insurers look prospectively at trends in interest rates when
estimating their anticipated investment income. By not taking into account a downward trend in interest
rates, such as the one that has existed since 2000, our examples may understate the needed increase.

This relationship can be applied to the 15 largest medical malpractice
insurers—countrywide—from 2001. Data show that in 2001 the insurers’
total investment assets were, on average, around 4.5 times as large as the
amount of premium income they earned for that year. Applying the
relationship established above and holding other factors constant, a drop
of 1 percentage point in return on investments would translate into roughly
a 4.5 percent increase in premium rates.® As a result, if nothing else
changed, the approximately 1.6 percentage point drop in the return on
investments these insurers experienced from 2000 through 2002 would
have resulted in an increase in premium rates of around 7.2 percent over
the same 2-year period.

*Insurers in states where it takes more time to resolve medical malpractice claims would be
more affected by changes in interest rates than insurers in states where it takes less time to
resolve claims.
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Downward Pressure on
Premium Rates Has
Decreased as Profitability
Has Declmed

Se]iing Medical Malpractice
Insurance Has Become Less
‘Profitable

Since 1999, the proﬁtablhty of the medlca.l malpractice insurance market as
awhole has dechned—even w1th increasing premium rates—causing some
large insurers to pull cut of thls market, either in certain states or
nationwide. Because fewer insurers are offering this insurance, there is less
price competition and thus less downward pressure on premium rates.

_According to some industry and regulatory officials in our seven sample
- states, price competition during most of the 1990s kept premium rates from

nsmg between 1992 and 1998, even though losses generally did rise. In -
some cases, rates actually fell. For example, during this period premium
rates for obstetricians and g‘ynecologlsts covered by the largest insurer in
Florida—a state where these physicians are currently seeing rapid
prerium rate mcreases—actually decreased by approximately 3.1 percent.
Some industry participants we spoke with told us that, in hindsight,
premium rates charged by some insurers during this period may have been

- . lower than they should have been and, after 1998, began rising to a level

more in line with i insurers’ Iosses on claims. Some industry participants
also pointed out that this pricing inadequacy was masked to some extent by
insurers’ adjustments to expected losses on claims reported during the late
1980s as well as their high investment income. For many insurers the

~Incurred losses associated with the policies sold during the late 1980s
_turned out to be higher than the actual losses for the same policies,

resulting in high levels of reserves. During the 1990s, as insurers eliminated
these redundant reserves by adjusting their current loss reserves for these
previous overestlmates current ealendar year incurred losses fell and
reported income increased. These adjustments, together with relatively
high levels of investment income, allowed insurers to keep premium rates

flat and stlll remam proﬁtable

o Begmmng in the late 19905 medlcal malpractice insurers as a whole began

to see their profits fall. Flgure 7 shows the return on surplus—also called
return on equity—for the medical malpractice insurance industry as a

‘whole. Proﬁtablhty began declining faster in 1998 and in 2001 dropped

conSIderably even as premium rates were increasing in many states,
resulting in a negative rate of return, or loss. Some of the factors pushing
premium rates upward were also factors in insurers’ declining profitability:
higher losses on medical malpractice claims, higher reinsurance costs, and
falling investment income.
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Figure 7: Net Profit or Loss as a Percentage of Net Worth for Medical Malpractice
Insurance Companies Nationwide, 19902001
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Medical malpractice insurers in some of our sample states have
experienced particularly low levels of profitability since around 1998 (see
fig. 8). The loss ratio reported here is the ratio of incurred losses, not
including other expenses (often referred to as loss adjustment expenses)
related to resolving those claims, to the amount of premiums earned in a
given year. Loss ratios above 100 percent indicate that an insurer has
incurred more losses than premium payments, a sign of declining
profitability. Loss ratios in all seven sample states have increased since
1998, and except for California, all had loss ratios of more than 100 percent
for 2001.
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Flgure 8: Aggregate Incurred Losses as a Percentage of Premiums Earned for Medicél_ Mélpractice Insurers in Seven Selected
States, 1975~2001 v : . _
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Note: Incurred losses used in this

figure do not include other expenses related to resolving claims or
loss adjustment expenses.
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As Profits Have Fallen, Insurers

Have Left the Medical
Malpractice Market

Remaining Insurers Have
Increased Prices to Reflect
Expected Losses

This declining profitability has caused some large insurers either to stop
selling medical malpractice policies altogether or to reduce the number
they sell. For example, beginning in 2002 the St. Paul Companies—
previously the second-largest medical malpractice insurer in the United
States—stopped writing all medical malpractice insurance because of
declining profitability. In 2001, St. Paul had sold medical malpractice
insurance in every state and was the largest or second-largest seller in 24
states. St. Paul was not alone. Other large insurers have also stopped
selling medical malpractice insurance in since 1999: PHICO Insurance
Company, which sold insurance primarily in six states, including Florida,
Pennsylvania, and Texas; MIIX Insurance Company, which sold insurance
primarily in five states, including New Jersey and Pennsylvania; and
Reciprocal of America, which sold insurance primarily in six states,
including Alabama, Mississippi, and Virginia. Other insurers reduced the
number of states in which they sold medical malpractice insurance: SCPIE
Indemnity Company, which in March 2003 essentially stopped selling
insurance outside of California, and First Professionals Insurance
Company, which has said that beginning in 2003 it will essentlally stop
selling insurance outside of Florida.

When a large insurer leaves a state insurance market, the supply of medical
malpractice insurance decreases, and the remaining insurers may not need
to compete as much on the basis of price. In addition, the remaining
insurers are limited in the amount of insurance they can supply to fill the
gap, because state insurance regulations limit the amount of insurance they
can write relative to their surplus (the amount by which insurers’ assets
exceed their liabilities). For mutual, nonprofit insurers, increasing the
surplus can be a slow process, because surplus must generally be built
through profits or by obtaining additional funds from policyholders.
Commercial insurers can obtain funds through capital markets, but even
then, convincing investors to invest funds in medical malpractice insurance
when profits are falling can be difficult.

According to industry participants and observers, as the competitive
pressures on premiuin rates decreased, it appears that insurers were able
to more easily and more quickly raise premium rates to a level more in line
with their expected losses. That is, absent competitive pressure that may
have caused insurers to keep premium rates at lower levels, which in-
hindsight were perhaps too low for the ultimate losses the insurers would
have to pay, it appears that insurers were able to raise premium rates to
match their loss expectations. As noted earlier, losses increased to a great
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: extent in some states, and thus some insurers may have mcreased prenuum

rates dramatically.

_ Wh11e it appears clear that a reduction in price competition has allowed

insurers to more easily and more quickly increase premium rates to a level

-~ more in line with insurers’ expected losses, we identified at least three

factors that seem to suggest that these premium rates are not inconsistent
with expected losses. First, if the higher premium rates were above what

-'was justified by insurers’ expected losses, profitability would be increasing. -
But profits are not increasing, indicating that insurers are not charging and
. 'proﬁtmg from excessively high premium rates. Second, according to some

industry participants we spoke with, physician-owned insurers have little
incentive to overcharge their policyholders because those insurers
generally return excess earnings to their pohcyholders in the form of
dividends. Third, in most states the insurance regulators have the authority
to deny premium rate increases they deem excessive. While the
information that state regulators require insurers to submit as Justlﬁcatlon
for premium rate increases varies across states, in general it includes data
on expected losses.

Reinsurance Premium Rates
Have Increased

A further reason for recent increases in medical malpractice premium rates

_i.n our seven sample states was that the cost of reinsurance for these

insurers has also increased, increasing the total expenses that . preraium
and other income must cover. Insurers in general purchase reinsurance, or
excess loss coverage, to protect themselves against large unpredictable
losses. Medical malpractice insurers, particularly smaller i insurers, depend
heavily on reinsurance because of the potential high payouts on medical

_ malpractnce claims.

‘ Reinsurance industry officials and medical malpractice insurers we spoke

with told us that reinsurance premium rates have increased for two

reasons. First, reinsurance rates overall have increased as a result of

reinsurers’ losses related to the terrorist attacks of September 11, 2001.
Second, reinsurers have seen higher losses from medical malpractice

- insurers and have raised rates to compensate for the increased risk

associated with providing reinsurance to the medical malpractice market.
Some insurers and industry participants told us that reinsurance premium

_rates had risen substantially since 1998, with the increases ranging from 50

to 100 percent. Other insurers told us that in order to keep their
reinsurance premium rates down, they increased the dollar amount on any
loss at which reinsurance would begin, essentially increasing the
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deductible. Thus, while reinsurance rates may not have increased, the
amount of risk the medical malpractice insurers carry did. One insurer
estimated that while its reinsurance rates had increased approximately 50
percent from 2000 to 2002, this increase had resulted in only a 2 to 3
percent increase in medical malpractice premium rates.

The Medical Malpractice
Insurance Market Moves
through Hard and Soft
Insurance Markets

Cycles in the Medical
Malpractice Market Tend to Be
Volatile

All of the factors affecting premium rates and availability contribute to the
length and amplitude of the medical malpractice insurance cycle. Like
other property-casualty insurance markets, the medical malpractice
market moves through cycles of “hard” and “soft” markets. Hard markets
are generally characterized by rapidly rising premium rates, tightened
underwriting standards, narrowed coverage, and often by the departure of
some insurers from the market. In the medical malpractice market, some:
market observers have characterized the period from approximately 1998
to the present as a hard market. (Previous hard markets occurred during
the mid-1970s and mid-1980s.) Soft markets are characterized by slowly
rising premium rates, less stringent underwriting standards, expanded
coverage, and strong competition among insurers. The medical malpractice
market from 1990 to 1998 has been characterized as a soft market.
According to a series of studies sponsored and published by NAIC in 1991,
such cycles have been present in the property-casualty insurance market
since at least 1926, and until the mid-1970s lasted for an average of
approximately 6 years from the peak of one hard market to-the next.?!
However, the cycle that began at the peak of the hard market in 1975 lasted
for around 10 years. The current cycle has lasted for around 17 years—
since 1985—and it is not yet clear that the current hard market has peaked.

The medical malpractice insurance market appears to roughly follow the
same cycles as the overall property-casualty insurance market, but the
cycles tend to be more volatile—that is, the swings are more exireme. We
analyzed the swings in insurance cycles for the medical malpractice market
and for the entire property-casualty insurance markets using annual loss
ratios based on incurred losses (see fig. 9). Our analysis showed that
annual loss ratios for medical malpractice insurers tended to swing higher
or lower than those for property-casualty insurers as a whole, reflecting
more extreme changes in insurers’ expectations. Because premium rates

'National Association of Insurance Commissioners, Cycles and Crises in
Property/Casualty Insurance: Causes and Implications for Public Policy (Kansas City,
Mo.: 1991).
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. B are based largely on msurers expectations of losses premium rates will
ﬂuctuate as well.

Figure 9: Incurred Losses as a Percentage of Premlum Income for Medical Malpractlce Insurers and Property-Casualty Insurers
Nationwide,. 1976-2001
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Source:GAOanalysiscilA.M.BestandNaﬂonaIA_ iation of Insu & Commissioners data.

The medical malpractice insurance market is more volatile than the .
property—casualty insurance market as a whole because of the length of
time involved in resolving medical malpractnce claims and the volatility of
the claims themselves. Several years may pass before insurers know and

' understand the proﬁts and losses associated with policies sold in a single

' year.'As a result, insurers may not know the full effects of a change in an

' underlylng factor, such as losses or return on investments, for several
years. So while insurers'in other markets that do not have protracted
claims resolutions can adjust loss estimates and premium rates more
quickly to account for a change in an underlying factor, medical
malpractice insurers may not be able to make adjustments for several
'years. In the interim, medical malpractice insurers may unknowingly be
under- or over-pricing their policies.
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When insurers do fully understand the effects of a change in an underlying
factor, they may need to make large adjustments in loss estimates and
premium rates. As a result, premium rates in the medical malpractice
insurance market may move more sharply than premium rates in other
lines of property-casualty insurance. For example, if insurers have been
unknowingly overestimating their losses and overpricing their policies, as
some insurers told us happened during the late 1980s, large liabilities build
up to cover the losses. When the insurers realize their estimates have been
too high, they must reduce those liabilities to reflect their losses accurately.
Reducing labilities also reduces incurred losses and therefore increases
insurers’ income, allowing insurers to charge lower premium rates even in
the face of increased losses and still maintain profitable operations—a
point some insurers made about the 1990s. But when the liability account
has been reduced sufficiently and income is no longer increasing as a result
of this adjustment, insurers may need to raise premium rates to stay
profitable.

The competition that can exist during soft markets and periods of high
investment income can further exacerbate swings in premium rates. As
noted earlier, competition among insurers can put downward pressure on
premium rates, even to the point at which the rates may, in hindsight,
become inadequate to keep an insurer solvent. When the insurance market
hardens, some insurers may leave the market, removing the downward
pressure on premium rates and allowing insurers to raise premium rates to
the level that would have existed without such competition. Because
competition may have kept rates low, the resulting increase in premium
rates that accompanies a transition to a hard market may be greater than it
would have been otherwise.

According to some industry experts, periods of high investment income
can bolster the downward pressure that exists during soft markets. That is,
high investment income can contribute to the increased profitability of an
insurance market. This proﬁtability can, in turn, cause insurers to compete
for market share in order to take advantage of that profitability, thereby
forcing premium rates even lower. In addition, according to these industry
experts, high investment income allows insurers to keep premium rates
low for long periods of time, even in the face of increasing losses, because
investment income can be used to replace premium income, allowing
insurers to meet expenses. But if interest rates drop at the same time the
market hardens (and reduced interest rates can be a contributor to the
movement to hard market), insurers may have to increase premium rates
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Predlctmg and Moderatmg the
Cycle is leﬁcult

much more in a shorter periodof time than they would have if investment,
income had not a].loWed prehﬁﬂm rates to remain lower to begin with.

While the medlcal malprachce insurance market will hkely move through
more soft and hard markets in the future, predicting when such moves _
might occur or the extent of premium rate changes is virtually impossible.
For example, the tlmmg and extent of the unexpected changes in the losses -
that some researchers believe are responsible for hard markets are
virtually 1mposs1b1e to pred1ct In addition, as we have seen, many factors
affect premium rates, and itis Just as difficult to predict the extent of any

_future changes these factors might undergo. While interest rates may be

high dunng soft markets, it is not possible to predict how much higher they
might be in the future and thus what effect they might have on premium
rates. Predicting changes in losses-on medical malpractice claims would be

- even harder, given the volatility of such losses. Further, some of the factors

affecting premium rates, such as losses and competition, vary across
states, and the effect of soft or hard markets on premium rates in one state
could not be generalized to others. Finally, other conditions affecting
premium rates have changed since earlier hard and soft markets, limiting
our ability to make accurate comparisons between past and future market
cycles. »

Similarly, agreement does not exist on whether or how insurance cycles
could be moderated. The NAIC studies mentioned above noted that the
most likely primary causes of insurance cycIes——changes in interest rates
and losses—were not subject to direct insurer or regulatory control.®? In ,
addition, the studies also observed that underpricing by insurers during
soft markets likely i increases the severity of premium rate i increases during
the next hard market. But they did not agree on the question of using
regulation to prevent such swings in premium rates. Such regulation could

. be difficult, for two reasons. First, because losses on medical malpractice
~ claims are volatile and difficult to pred1ct regulators could have difficulty

determining the appropriate level of premium rates to cover those losses.
In addition, restricting premium rate increases durmg hardening markets
could hurt insurer solvency and cause some insurers to withdraw from a _
market with an already declining supply of insurance.

®NAIC, Cycles and Crises.
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The Medical
Malpractice Insurance
Market Has Changed
since Previous Hard
Markets

The medical malpractice insurance market as a whole has changed
considerably since the hard markets of the mid-1970s and mid-1980s. These
changes have taken place over time and have been the result primarily of
actions insurers, health care providers, and state regulators have taken to
address rising premium rates. For example, insurers have moved from
occurrence-based to claims-made policies, physicians have formed mutual
nonprofit insurance companies that have come to dominate the market,
hospitals and groups of hospitals or physicians have increasingly chosen to
self-insure, and states have passed laws designed to slow the increase in
medical malpractice premium rates.

Beginning in the 1970s,
Insurers Began Selling
Claims-Made Rather Than
Occurrence-Based Policies

In order to more accurately predict losses and set premium rates, in the
mid-1970s most medical malpractice insurers began to change the type of
insurance policy they offered to physicians from occurrence based to
claims made. As we have noted, claims-made policies cover claims
reported during the year the policy is in effect, while occurrence-based
policies cover claims arising out of events that occurred during the year in
which the policy was in effect. Because claims-made policies cover only
reported claims, insurers can better estimate the payouts they will have to
make in the future. Occurrence-based policies do not provide such
certainty, because they leave insurers liable for claims related to the
incidents that occurred during a given year, including those not yet
reported to the insurer.

Claims-made policies can create difficulties for physicians needing or

- wanting to change insurers, however, because the physician rather than the

insurer retains the risk of claims that have not yet been reported to the
insurer. However, most companies today offer separate policies providing
coverage for claims resulting from incidents that may have occurred but
were not reported before the physician switched companies. The vast
majority of policies in existence today are claims-made policies. In each of
the seven states we studied, for example, the leading insurer’s policies were
predominantly (if not exclusively) claims-made. This change in the type of
policy sold means that any changes to premium rates during future hard or
soft markets may differ from such changes in previous such markets.
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Beginning in the Mid-1970s,
Groups of Physicians Joined
Together to Form Mutual
- Insurance Companies

Faced with a surge in the frequency and severity of claims, many of the for
profit insurers left the medical malpractice insurance market in the mid-

+..1970s.: At the time, medical malpractice insurance was only a small portion
-of most of the insurers’ overall business, 50 many companies chose simply
_ . to discontinue their medical malpractice lines. However, this market: -
_ exodus led to a crisis of availability for phy51c1ans who wanted or needed
‘ professwnal liability insurance. In response to this unmet demand,

physicians, often in connection with their state medical societies, Jomed

- together to form physician-owned insurance companies. Initially,

physicians often needed to contribute capital in addition to their prenuums
so that the compa.mes would meet state capitalization requirements.

These new physician-owned insurance companies differed from existing

commercial carriers in several ways. First, the physician-owned companies

' ‘wrote predommantly claims-made policies, which, as previously dlscussed

allowed the i insurers to more accurately predict 1osses and set premlum
rates. Second in their initial years the new companies themselves enjoyed
s1gmﬁca.nt short-term cost savings over commercial:companies. Most
medical malpractice claims take several years to be resolved, and the

_pohc1es offered by the physician-owned companies covered only future

incidents of malpractice, so the companies had no existing claims that
needed to be paid immediately. The commercial companies’ occurrence-
based policies continued to provide coverage for malpractice that had

‘occurred before the new physician-owned companies began offering

policies. Thus the physician-owned companies would not incur the same
level of obligations as the existing carriers for several years, allowing the
physicians to pay an amount similar to the commercial premium and use
much of that money as capital contributions to surplus. Physician-owned
compames have several other advantages. To begin with, physician-owned
compames have a cost advantage because they do not need to provide
shareholders with profits. In addition, the physician-owned companies may
have some un_derwntmg advantages over the forprofit entities, such as an

* intimate knowledge of local doctors and hospitals and the legal customs

and climate. Finally, several insurers told us that these physician-owned
compames may have a different management philosophy than for- -profit
companies, one that places greater emphasis on risk management and thus
lowers the incidence of claims. This philosophy may also extend to
defending claims more aggressively than traditional insurers.
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Physician-owned and/or operated® insurance companies have grown to
dominate the medical malpractice insurance market, despite the fact that
most of them have not had the same access to the traditional capital
markets as for-profit insurers and therefore have had to build up their
surplus through premiums and capital contributions. Although several
physician-owned and/or operated insurance companies have expanded
their geographic presence and lines of insurance in the last decade, most of
these companies write insurance primarily in one state or a few states and
usually sell only medical malpractice liability insurance. Further, many of

~ the companies that had previously expanded have now retreated to their

original area and insurance line. As a result of this continuing change in the
composition of the medical malpractice insurance market, changes in

' premium rates in the next soft market may be different from previous

markets, when commercial carriers dominated the market.

A Growing Number of
Individual Hospitals and
Hospital and Physician
Groups Have Begun Self-
Insuring '

Over the past several years, an increasing number of individual hospitals -
and consortia of hospitals and physicians have begun to self-insure® in a

. variety of ways. Officials from the American Hospital Association

estimated that 40 percent of its member hospitals are now self-insured. In
states such as Florida that allow individual physicians to self-insure,
individual health care providers are also insuring themselves. Other
hospitals and groups of physicians are joining alternative risk-sharing
mechanisms, such as risk retention groups® or trusts.*® Although some
hospitals and physicians have used these alternatives in the past, some
industry experts we spoke to said that the increasing movement to such

*Some companies that were originally physician-owned have become publicly-held,
physician-operated insurers. While those insurers must now earn profits to satisfy
shareholders, and thus do not have all of the advantages that strictly physician-owned
insurers have, public, physician-operated insurers may have certain other advantages, such
as greater access to capital markets.

*In general, self-insurance involves protecting against loss by setting aside funds to cover
potential claims rather than buying an insurance policy.

%A risk retention group is a state-chartered liability insurance company owned by its
policyholders that can be formed as a stock or mutual insurance company. However, the
Risk Retention Act of 1986 preempts certain aspects of state laws regulating the activities of
risk retemtion groups.

%A trust consists of segregated accounts of health care entities that simply estimate

liabilities and set aside funds to pay them. Some trusts are not required to have a surplus or
reserves.
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arrangements under the current market conditions indicates that some

" health care providers are havmg dlfﬁculty obtaining insurance in the

traditional market

: Wh11e these arrangements could save money on the administrative costs of

insurance, they do not change the underlying costs of claims. Hospitals and
physicians insured through these arrangements often assume greater
financial responsibility for malpractice than they would under traditional

insurance arrangements and thus face a potentially greater risk of
insolvency. Although self-insured hospitals generally use excess loss
:insurance for claims that exceed a certain amount, the hospitals must pay

the entire amount up tothat threshold. Rather than a known number of
smaller payments on an insurance policy, the hospitals risk an unknown
number of potentially larger payments. And the threshold for excess loss
insurance is rising in a number of states. In Nevada, for example, some
hospitals’ excess loss insurance used to cover claim amounts in excess of
$1 million but now covers amounts above $2 million, leaving self-insured

‘hospitals with $1 million more exposure per claim. Self: insured physicians,

who have no other coverage for large losses, risk thelr personal assets with

_ every claim.

Hospitals and physicians are not the only ones more at risk under these
alternative arrangements. Claimants seeking compensation for their
injuries may hLave more difficulty obtaining payments from some of these
alternative entities and self- insured hospitals and physicians, for several

' reasons. First, these entities. and the self-insured are subject only to limited

public over51ght as state Insurance departments do not regulate them.
Further, these entities do not pa.rtnc1pate in the state-run safety nets that
pay claims for insolvent insurance companies (state guaranty funds). Once
such a risk-sharing consortium fails, claimants may have no other recourse
butto try to. enforce Judgments against physmlans personally. But enforcing
a judgment agamst a physician personally is generally more difficult than
obtaining payment under an msurance policy from a solvent insurance
company.
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Data on these forms of insurance are sparse, so the extent to which
physicians and hospitals are using such arrangements is difficult to
measure. For example, NAIC and state insurance department data do not
include information on self-insurance or on most alternative risk-sharing
vehicles. In addition, one industry group has estimated that the information
available from A.M. Best, a recognized industry data source, accounts for
less than half the costs resulting from medical malpractice claims.?” Like

the growth of physician-owned insurance companies, however, the growth

of such forms of insurance since the previous soft market may affect the
extent to which premium rates change in the next soft market.

All States Have Passed Laws
Designed to Reduce the
Growth of Medical
Malpractice Premium Rates

Since the medical malpractice crisis of the mid-1970s, all states have
enacted some change in their laws in order to reduce upward pressure on
medical malpractice premiums. Most of these changes are designed to
reduce insurers’ losses by limiting the number of claims filed, the size of
awards and settlements, and the time and costs associated with resolving
claims. Other changes are designed to help health care providers by more
directly controlling premium rates. Appendix II contains a more detailed
explanation of some of the types of legal changes that some states have

. made, and appendix III contains more detail on the relevant laws in our

seven sample states.

Most of the state laws aimed at controlling premium rates attempt to
reduce insurer losses related to medical malpractice claims. Many of these
laws have similar provisions, the most controversial being the limitation, or
cap, on subjective, nonmonetary losses such as pain and suffering
(noneconomic damages). Several insurers and medical associations argue
that such a cap will help control losses on medical malpractice claims and
therefore moderate premium rate increases. But several trial lawyer and
consumer rights associations argue that such caps will limit consumers’
ability to collect appropriate compensation for their injuries and may not
reduce medical malpractice premium rates.

A cap on noneconomic damages may decrease insurers’ losses on claims by
limiting the overall amount paid out by insurance companies, especially
since noneconomic damages can be a substantial portion of losses on some
claims. Further, such a limit may also decrease the number of claims

37’Iil]jnghast;ToWexs Perrin, U.S. Tort Costs: 2002 Update, Trends and Findings on the
Costs of the U.S. Tort System (Atlanta, Ga: February 2003).
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brought against health care providers. Plaintiffs’ attorneys are usually paid
based on a percentage of what the claimant recovers, and according to’
some trial attorneys we spoke with, attorneys may be less likely to
represent injured parties with minor economic damages if noneconomic

. damages are limited.

. Caps on noneconomic losses may have effects beyond reducing insurers’

costs. In theory, for example, after the frequency and severity of losses-

* have been reduced, insurers will decrease premium rates as well. Insurers
may also be better ablé to predict what they will have to pay out in
noneconomic damages because they can more easily estimate potential

losses, reducing the uncertainty that can give rise to premium rate.
increases. Insurers reported that economic damages (generally medical
costs and lost wages), are more predictable than noneconomic damages,
which are generally meant to compensate for pain and suffenng and thus
are very difficult to quantify.

In addition to attemptmg to decrease losses on medical malpractlce clanns
two of our sample states have passed laws d1rect1y affecting premium rates
and insurance regulations. In a 1988 referendum, California passed
Proposition 103, which includes, among other things, a 20 percent rollback
of prices® for all property-casualty insurers (including medical malpractice
insurers), a 1-year moratorium on premium rate increases, and a provision .
granting consumers the right to challenge any commercial insurance rate
increases greater than 15 percent. In 1995, Texas passed legislation that
required many insurance carriers, including medical malpractice insurers,
‘to reduce rates to a level deemed by the Texas Department of Insurance to
be acceptable, allowing for a reasonable profit. Texas passed the legislation
in conjunction with changes to Texas’ tort system. The legislators wanted
to avoid creating a windfall for insurers and believed that the companies
would not lower premium rates on their own until the impact of the
changes to the tort system could be actuarially determined.

Inter%ted parties debate the impact these various measures may have had
on premium rates. However, a lack of comprehensive data on losses at the
insurance company level makes measuring the precise impact of the
measures impossible. As noted earlier, in the vast majority of cases,

%The California Supreme Court allowed companies to decrease prices less than 20 percent
if a company could show that the rollback would make it impossible to eam a reasonable
profit.
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existing data do not categorize losses on claims as economic or
noneconomic, so it is not possible to quantify the impact of a cap on
noneconomic damages on insurers’ losses. Similarly, it is not possible to
show exactly how much a cap would affect claim frequency or claims-
handling costs. In addition, while most claims are settled and caps apply
only to trial verdicts, some insurers and actuaries told us that limits on
damages would still have an indirect impact on settlements by limiting
potential damages should the claims go to trial. But given the limitations on
measuring the impact of caps on trial verdicts, an indirect impact would be
even more difficult to measure. Further, state laws differ dramatically, so
comparing their impact is difficult. For example, limitations on damages
can vary drastically in amount, type of damages covered, and how the
limitations apply. Some states have caps of $250,000 on noneconomic
damages, while other states have caps up to several times that amount.
Moreover, some dollar limits change over time—for instance, because they
are indexed to inflation—while others do not. Some states apply the cap to
all damages, including economic damages, and some apply the cap “per
occurrence” of malpractice. That is, the total amount collected by all
parties injured by an act of medical malpractice cannot exceed the cap,
regardless of how many physicians, hospitals, or other health care
providers may be partially liable for the injuries. In contrast, for example,
Nevada’s recently passed limitations on damages allow multiple plaintiffs
to collect the full limit from any number of responsible defendants.

The filing and resolution of medical malpractice claims is regulated, to a
great extent, by states’ tort and insurance laws. Changes to such laws can
thus have a great effect on both the frequency and severity of those claims,
which in turn can affect premium rates. Because many states have made
changes to these laws, it is difficult to predict the extent to which premium
rates might change in future markets.

|
Conclusions

Multiple factors have combined to increase medical malpractice premium
rates over the past several years, but losses on medical malpractice claims
appear to be the primary driver of increased premium rates in the long
term. Such losses are by far the largest component of insurer costs, and in
the long run, premium rates are set at a level designed to cover anticipated
costs. However, the year-to-year increase in premium rates can vary
substantially because of perceived future losses and a variety of other
factors, including investment returns and reinsurance rates. Moreover, the
market for medical malpractice insurance is not national, but depends on
the varying framework of insurance, legal, and health care structures
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| within each of the states. As a result, both the extent and the effects of
" changes in losses and other insurance-related factors on premmm rates
also vary by state.

While losses aggregated for the industry as a whole have shown a relatively
: con51stent upward trend over time, the loss experience of any smgle
company is likely to vary from year to year and to increase more rapidly in
" some years than in others. At the same time, because of the long lag
~ between collectmg premium income and paying on claims, premium rates
for the next year must be high enough to cover claims that will be reported
. ‘that year, the maJonty of which will be paid over the next 3 to 5 years. And
~ due to the volatility of the ultimate payouts on medical malpractice claims,
it is difficult for insurers to predict the amount of those payouts with great
certamty Asa result changes in current losses can have large effects on

 perceived or estlmated future losses and consequently on premium rates,

‘because if i msurers underestimate what will be needed to pay claims, they
risk not only future proﬁts but potentially their solvency

"~ However, factors other than losses—such as changes in investment income
or the competmve environment—can also affect premium rate decisions in
the short run. These factors can either amplify or reduce the effect of
losses on premium rates. For example, high expected returns on
investment may legitimately permit insurers to price insurance below the
expected cost of paying claims. But incorrect projections of continuing
high returns could cause insurers to continue to hold prices down for too
long, even though underlying losses may be rising. When such factors
affect most or all medical malpractice insurers, the result appears as a
period of stable or falling premium rates or a period of sharply rising rates.

‘When they alternate, these periods may describe the soft and hard phases
of the medical malpractice insurance cycle.

Based on available data, as well as our discussions with insurance industry
- participants, a variety of factors combined to explain the malpractice

insurance cycle that produced several years of relatively stable premium

rates in the 1990s followed by the severe premium rate increases of the past
- few years. To begin with, insurer losses anticipated in the late 1980s did not
materialize as projected, so insurers went into the 1990s with reserves and
premlum rates that proved to be higher than the actual losses they would
experience. At the same time, insurers began a decade of high investment
returns.. This emerging profitability encouraged insurers to expand their
market share, as both the downward adjustment of loss reserves and high
investment returns increased insurers’ income. As a result, insurers were
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generally able to keep premium rates flat or even reduce them, although
the medical malpractice market as a whole continued to experience
modestly increasing underlying losses throughout the decade. Finaily, by
the mid- to late 1990s, as excess reserves were exhausted and investment
income fell below expectations, insurers’ profitability declined. Regulators
found that some insurers were insolvent, with insufficient reserves and
capital to pay future claims. In 2001, one of the two largest medical
malpractice insurers, which sold insurance in almost every state,
determined that medical malpractice was a line of insurance that was too
unpredictable to be profitable over the long term. Alternatively, some
companies decided that, at a minimum, they needed to reduce their size
and consolidate their markets. These actions, taken together, reduced the
availability of medical malpractice insurance, at least in some states,
further exacerbating the insurance crisis. As a result of all of these factors,
insurers continuing to sell medical malpractice insurance requested and
received large rate increases in many states. It remains to be seen whether
these increases will, as occurred in the 1980s, be found to have exceeded
those necessary to pay for future claims losses, thus contributing to the
beginning of the next insurance cycle.

While this explanation accounts for observed events in the market for
medical malpractice insurance, it does not provide answers to other
important questions about the market for medical malpractice insurance,
including an explanation of the causes of rising losses over time. The data
currently collected do not permit many of the analyses that would provide
answers to these questions. This lack of data is due, in part, to the nature of
NAIC'’s and states’ regulatory reporting requirements for all lines of
insurance, which focus primarily on the information needed to evaluate a

" company'’s solvency. Most insurance regulators do not collect the data that
would allow analyses of the severity and frequency of medical malpractice
claims for individual insurer operations within specific states. Moreover,
insurers are generally not required to submit to NAIC or state regulators
data that would show how insurers losses are divided between settlements
and trial verdicts or between economic and noneconomic damages. Finally,
the increasing use of insurance or self-insurance mechanisms that are not
subject to state or NAIC reporting requirements further complicates a
complete analysis. While more complete insurance data would help
provide better answers to questions about how the medical malpractice
insurance market is working, other data would be equally important for
analyzing the underlying causes of rising malpractice losses and associated
costs. These data relate to factors outside the insurance industry, such as
policies, practices, and outcomes in both the medical and legal arenas.

Page 45 GAO-03-702 Medical Malpractice Insurance



However, collectmg and analyzmg such data were beyond the scope of this
report.

Matter for
Congressional
Consideration

Health care providers have suffered through three medical malpractice
insurance “crises” in the past 30 years. Each instance has generated
competing claims about the extent of the problem, the causes, and the
possible solutions. In each instance, a lack of necessary data has hindered
and continues to hinder the efforts of Congress, state regulators, and others
to carefully analyze the problem and the effectiveness of the solutions that
have been tried. Because of the potential for future crises, and in order to
facilitate the evaluation of 1eg1s1a11ve remedies put in place by various
levels of government, Congress may want to consider taking steps to
ensure that additional and better data are collected. Specifically, Congress

‘may want to consider encouragmg NAIC and state insurance regulators to

identify the types of data that are necessary to properly evaluate the
medical malpractlce insurance market—specifically, the frequency,

" severity, and causes of losses—and begin collecting these data in a form

that would allow appropiiate analysis. Included in this process would be an
analysis of the costs and benefits of collecting such data, as well as the
extent to which some segments of this market.are not captured by current
data-gathering efforts. Such data could serve the interests of state and
federal governments and allow both to better understand the causes of
recurring crises in the mediéal malpractice insurance market and formulate

the most appropnate and effective solutions.

NAIC Comments and
Our Evaluation

NAIC’s Director of Research provided us with oral comments on a draft of
this report. The Director generally agreed with the report’s findings,
conclusmns, and matter for congressional consideration. Specifically, the
Director agreed that the medical malpractice markets are not national in
nature and vary widely with regard to their insurance markets, regulatory
framework, legal environment, and health care structures. Furthermore,
the Director stated that the medical malpractice insurance industry has
shown an upward trend in losses over time and that this rise can be
attributed to a variety of causes that are difficult to measure or quantify.
The Director also said that he does not believe that excess profits by
insurers are in evidence.

The Director told us that NAIC is working on a study of the medical
malpracuce marketplace that he hopes will be ready for distribution in the
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summer of 2003. The Director stated that NAIC, like GAQO, had identified
many data limitations that make the study of this line of insurance difficult.
As aresult, the Director generally agreed with our matter for congressional
consideration that Congress consider encouraging NAIC and state
regulators to identify and collect additional information that could be used
to properly evaluate the medical malpractice insurance market. The
Director stated that while such efforts would require some additional
resources, the costs would not be prohibitive and the efforts would provide
needed information. The Director also provided technical comments,
which we have incorporated into the report as appropriate.

As agreed with your offices, unless you publicly announce the contents of
this report earlier, we plan no further distribution until 30 days from the
report date. At that time, we will send copies of this report to the Chairmen
of the Senate Committee on Governmental Affairs and its Subcommittee on
Oversight of Government Management, the Federal Workforce, and the
District of Columbia; the Chairman of the House Committee on the
Judiciary; and the Chairman of the House Committee on Energy and
Commerce. We will also send copies of this report to other interested
congressional committees and members, and we will make copies available
to others on request. In addition, the report will be available at no charge
on the GAO Web site at http:/www.gao.gov. '

If you or your staffs have any questions regarding this report, please
contact me or Lawrence Cluff at (202) 512-8678. Additional contributors
are acknowledged in appendix IV,

% o =1}

Richard J. Hillman - -
Director, Financial Markets and
Community Investment
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List of Req‘uesters

The Honorable Richard J. Durbin
Ranking Minority Member o
Subcommittee on Oversight of Government Managment,
the Federal Workforce, and the District of Columbia.
Committee on Governmental Affairs
. United States Senate

The Honorable John Conyers, Jr.
Ranking Minority Member
Committee on the Judiciary
House of Representatives

The Honorable John D. Dingell
Ranking Minority Member
Committee on Energy and Commerce
House of Representatives

. The Honorable Marion Berry
The Honorable Joseph M. Hoeffel
The Honorable Alan B. Mollohan -
The Honorable Dennis Moore
The Honorable Nick J. Rahall IT
The Honorable Max Sandlin’
House of Representatives
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Appendix I

Scope and Methodology

Recognizing that the medical malpractice market can vary considerably
across states, we judgmentally selected a sample of seven states in order to
conduct a more in-depth review in each of those states. Except where
otherwise noted, our analyses were limited to these states. We selected our
sample so that we would have a mix of states based on the following
characteristics: extent of recent increases in premium rates, status as an
American Medical Association crisis state, presence of caps on
noneconomic damages, state population, and aggregate loss ratio for
medical malpractice insurers within the state. The states we selected were
California, Florida, Minnesota, Mississippi, Nevada, Pennsylvania, and

Texas. Within each state we spoke to one or both of the two largest and

currently active sellers of medical malpractice insurance, the state
insurance regulator, and the state association of trial attorneys. In six
states, we spoke to the state medical association, and in five states, we
spoke to the state hospital association. Due to time constraints, we did not
speak to the medical or hospital associations in Texas or the hospital
association in Florida. We used information obtained from these
organizations to help answer each of our objectives and, as outlined below,
also performed additional work for each objective.

To examine the extent of increases in medical malpractice insurance rates
for the largest insurers in our sample states, we reviewed annual survey
data on medical malpractice premium rates collected by a private data
collection company. While individual insurers determine whether to
respond to the survey, we believe the data to be representative for the three
medical specialties for which the company collects data—internal
medicine, general surgery, and obstetrics/gynecology—because of both the
number of insurers responding to the survey and the states represented by
them. The premium rates collected in the survey are base rates, which do
not reflect discounts or additional charges by insurers, so the actual
premium rates charged by insurers can vary from the premium rates
collected in the survey. We could not determine the extent to which the
actual premium rates charged varied from the base rates, but among the
insurers we spoke with, the actual premium rates charged in 2001 and 2002
ranged from about 50 to 100 percent of the base rates. We did not test the
reliability of the survey data.

To analyze the factors contributing to the premium rate increases in our
sample states and other states, we examined data from state insurance
regulators, the National Association of Insurance Commissioners (NAIC),
A.M. Best, the Securities and Exchange Commission, and the Physician
Insurers Association of America on insurers in our sample states as well as
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the medical malpractice insurance market as a whole. We did not verify the
reliability of these data. Where possible, we obtained data from 1975 to the

- present. As noted earlier in this report, comprehensive, reliable data that

“would have allowed us to quantify the effect of individual factors on
" medical malpractice premium rates did not exist. We also reviewed
relevant academic studies and industry guidance. In addition, we spoke
with officials from the insurers and state insurance departments in our
‘sample states as well as professional actuarial and i insurance :
organizations. To analyze factors that were likely to vary among states—
losses on medlcal malpractlce claims, reinsurance rates, and competition
among insurérs-—we reviewed data for one or both of the two largest and
active medical malpracuce insurers.in our samples states. We also
rrev1ewed aggregate data on losses for all insurers in each state as well as
the U.S. medlcal malpractice i msurance market as a whole. To analyze
‘factors that were likely to be common among medical malpractice insurers
“inall states—investment income and the presence of an insurance cycle—
we rev1ewed either A.M Best data for the 15 largest medical malpractice
insurers as of 2001 (whose combined market share nationally was
* approximately 64.3 percent), or NAIC data for all medical malpractice
insurers reporting data to NAIC. Also as noted eanlier in this report, data
and scope limitations prevented us from fully analyzing the factors behind
- increased losses from medical malpractice claims.

“To analyze how the national medical malpractice insurance market has
changed since previous periods of rising premium rates, we reviewed
studies publlshed by NAIC; analyzed insurance industry data complled by
NAIC and A.M. Best; reviewed tort laws across all states and state

_ insurance regulations; spoke with insurers and state insurance regulators

in our sample states; and spoke with officials from national professional

actuanal insurance, legal, consumer rights, medical, and hospital
orgamzanons

We conducted our work from July 2002 through June 2003 in accordance
w1th generally accepted government auditing standards.
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Legal Summary

Each state’s tort laws generally govern the way in which medical
malpractice claims or lawsuits are resolved. As discussed in this report,
most state laws aimed at controlling premium rates attempt to reduce
insurer losses related to medical malpractice claims. Although these laws
take many different forms, they usually have at least some of the provisions
summarized in this appendix. State courts have dealt differently with these
kinds of provisions, and some states have found that some of these kinds of
provisions are unconstitutional. The provisions summarized in this
appendix are not the only ones that might impact the treatment of medical

- malpractice claims in states’ tort systems

Limits on Damages. Damages in medical malpractice cases usually consist
of two categories, economic damages and noneconomic damages.
(Although punitive damages can be available in cases of gross negligence
and outrageous conduct of the health care provider, juries rarely award
punitive damages in medical malpractice cases.) Economic damages
generally consist of past and future monetary damages, such as lost wages
or medical expenses. Noneconomic damages generally consist of past and
future subjective, non-monetary loss, including pain, suffering, marital
losses, and anguish. Although some states have limits on the total amount
of damages recoverable in a medical malpractice suit, most states with
limits, as well as pending federal legislation, have emphasized a limit only
on noneconomic damages. As discussed in this report, limitations on
damages can vary drastically in amount, type of damages covered, and
application.

As mentioned in this report, limitations on damages can impact frequency
of lawsuits as well. Plaintiffs’ attorneys are usually paid based on a
percentage of what the claimant recovers, and according to some trial
attorneys we spoke to, attorneys may be less likely to represent an injured
party with minor economic damages if noneconomic damages are limited.
One consumer rights group told us that suits with limited economic
damages are typical in cases where the plaintiff is not working and does not
have substantial costs of future medical care.

Evidence of Collateral Source Payments. At common law, or without any

legislative intervention, a plaintiff would be able to recover all damages
sustained from a liable defendant, even if the plaintiff were going to receive
money from other sources, called “collateral sources,” like health
insurance policies or Social Security. Some states have modified this
common law rule with statutes that allow defendants to show that the
claimant is going to receive funds from collateral sources that will
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compensate the claimant for damages he or she is attempting to collect
from the defendant. These statutes authorize, to various extents,
-deereasing the defendant’s liability by the amount the claimant will receive
-from other sources. In the state summaries in appendix I1, if a state has not -
. modified the common law rule regarding collateral sources, the chart will
say “no modification.” : o

Joint and Several Liability. Joint and several liability is the common law
- rule that a plaintiff can collect the entire Judgment from any liable
defendant, regardless of how much of the harm that defendant’s actions
- caused. Some states have eliminated joint and several liability, making each
defendant responsible for only the amount or share of damage he or she
caused the plaintiff. Other states have eliminated Jjoint and several liability
only for noneconomic damages. Some states have eliminated Jjoint and
~ Several liability for defendants responsible for less than a specified
percentage of the plaintiff’s harm; for example, if a defendant is less than 50
percent responsible, that defendant might need to pay only for that
percentage of the plaintiff's damages. ' :

Attorney Contirigency Fees. Most plaintiff attorneys are paid on a
contingency fee basis. A contingency fee is one in which the lawyer, instead

~ of charging an hourly fee for services, agrees to accept a percentage of the
recovery if the plaintiff wins or settles. Some states have laws that limit
attorey contingency fees. For example, in California a plaintiff’s attorney
can collect up to 40 percent of the first $50,000 recovered, 33 percent of the
next $50,000 recovered, 25 percent of the next $500,000 recovered, and 15
percent of any amount exceeding $600,000. Provisions that decrease
attorneys’ financial incentives to accept cases-could decrease the number’
of attorneys willing to take the cases. These limits were based on the belief
that they would lead to more selective screening by plaintiffs’ attorneys to ,

~ ensure that the claims filed had mierit. In the state summaries in appendix

111, if a state does not have limits in place specifically for attorneys in
medical malpractice cases, the chart will say “no modification.”

Statute of Limitations. The amount of time a plaintiff has to file a claim is
known as the “statute of limitations.” Some states have reduced their
statutes of limitations on medical malpractice claims. This decrease could
limit the number of cases filed by claimants. Special time requirements for
minors are not noted on the sunumaries in appendix II.

Beﬂgficﬁmnem_oﬂ)m_nages. Defendants traditionally pay damages in a

lump sum, even if they are being collected for future time periods, such as
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future medical care or future lost wages. However, some states allow or
require certain damages to be paid over time, such as over the life of the
injured party or period of disability, either through the purchase of an
annuity or through self-funding by institutional defendants. Some insurers
we spoke with said that purchasing annuities can reduce insurers’ costs,
and that periodic payments better match damage payments to future
medical costs and lost earnings incurred by injured parties, assuring that
money will be available to the injured party in the future. A consumer rights
group we spoke with told us that, because periodic payments stop at the
death of an injured party, there may be unsatisfied medical bills at the time
of the injured party’s death.

Expert Certification. Many states require that medical experts certify in
one way or another the validity of the claimant’s case. These statutes are
designed in part to keep cases without merit, also known as frivolous
cases, out of court. Expert certification requirements also have the
potential to get as many relevant facts out in the open as early as possible,
so that settlement discussions are fruitful and it becomes unnecessary to
take as many cases to trial, thus decreasing the claims-handling costs of the
case.

Arbitration. Some states have enacted arbitration statutes that address
medical malpractice claims specifically. Some of these statutes require that
the arbitration agreement meets standards that are designed to alert the
‘patient to the fact that he is waiving a jury trial through the use of a specific
size of font, or by specifying the precise wording that must be contained in
the agreement. Although most courts have held that medical malpractice
claims can properly be submitted to arbitration, litigation involving the
arbitration statutes has involved issues such as whether the patient knew
he was waiving the right to a jury trial, whether the patient who agrees to
arbitration had appropriate bargaining strength, and whether third parties
have authority to bind others to arbitration.

By providing an option for arbitration, parties can avoid the larger expense
of taking claims to court. However, some industry experts said that these
arbitration provisions may not be binding and may result in the losing party
deciding to take the case to court in any event, so arbitration can simply
increase expenses without affecting the ultimate resolution of the dispute.
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Advanced Notice of Claim. Advanced-notice-of-claim provisions require-.
claimants to give defendants some period of time, 90 days for example,
prior to filing suit in court. Some insurers and plaintiffs’ attorneys we spoke
- with said that this requirement aids plaintiffs and defendants in resolving
meritorious claims outside of the court system and allows plaintiffs’
. attorneys to obtain relevant records to determine whether a case has merit.
‘However, another group we spoke to said that the advanced notice of claim
pr0v1510n in that group s state was meffectlve

Bad Faith Clanns. As mennoned in this report, some insurers we spoke
- with told us that they can be liable for amounts beyond an insurance
policy’s limits, if the policyholder requests the insurer to settle with the
plaintiff for an amount equal to or less than the policy limit, and the insurer
- takes the case to trial, loses, and a judgment is entered in an amount
greater than the policy limits. Industry experts we spoke to said that, under
those circumstances, the insurer could be liable for acting in “bad faith.” In
some states, like Nevada, this bad faith claim can be brought only by the
‘insured physician; that is, the physician can seek payment from the
insurance company if the physician has paid a plaintiff beyond a policy’s -
limits. In contrast, in Florida, the plaintiff can sue a physician’s insurer
directly for the insurer’s alleged improper conduct in medical malpractice
cases. The difficulty of establishing that an insurer acted in bad faith varies
~ according to state law. Insurers in three of our study states—Texas,
California, and Florida—said that bad faith litigation was a substantial
issue in their states.
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State Summaries

This appendix describes the specific medical malpractice insurance
environment in each the seven sample states we evaluated for this report.
(See figs.10-16.) -

L
Market Description

* Typical Coverage Type and Limit. This section summarizes the type of

medical malpractice insurance coverage typically issued in the state, as
well as the standard coverage limits of these policies. Coverage limits
can range from $100,000/$300,000 to up to $2 million /$6 million. The
lower number is the amount the insurer will pay per claim and the
higher number is the total the insurer will pay in aggregate for all claims
during a policy period. There are several types of insurance coverage
available.

* Occurrence-based insurance provides coverage for claims that arise
from incidents that occur during the time the insurance policy is in
force, even if the policy is not continued. Claims that arise from
incidents occurring during the policy period that are reported after
the policy’s cancellation date are still covered in the future.

* Claims-made insurance provides coverage for claims that arise from
incidents that occur and are reported during the time the insurance
policy is in force.

* Prior acts coverage is a supplement to a claims-made pohcy that can
be purchased from a new carrier when changing carriers. Prior acts
coverage covers incidents that occurred prior to the switch to a new
carrier but had not been previously reported.

* Tail coverage is an option available from a former carrier to continue
coverage for those dates that the claims-made coverage was in effect.

Regional Differences. This section notes any major regional differences
in premium rates quoted by insurers within the state using the base rate
for general surgery as a comparison. The Medical Liability Monitor
annually surveys providers of medical malpractice insurance to obtain
their premium base rates for three specialties: internal medicine,
obstetrics/gynecology, and general surgery. In the state sumnaries,
descriptions of regional differences in premium rates are based on
Medlcal Liability Monitor information.
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Frequency and Severity. This section describes the extent to which

insurers and state regulators we spoke with believe frequency and

severity are changing in each state. Frequency is usually defined as the
number of claims per number of doctors, counting doctors in different
specialties as more or fewer doctors depending on the risk associated

with the specialty. Severity is the average loss to the insurer per claim.

Insurer Characteristics *

and Market Share

Insurer Qharactgri;sticg This section describes the various types of

~ insurers present in each of the states. In addition to traditional

commercial insurance companies, the following entities or

-arrangements can provide liability protection:

. Physz'cian insurer associations or physician mutuals are physician
- owned and operated insurance companies that provide medical
lability. insurance.

- ® Reciprocals are similar to mutuals, except that an attorney-in-fact

often manages the reciprocal. -

* Risk retention groups are insurance companies owned by
- policyholders. Risk retention groups are organized under federal
- law—the Liability Risk Retention Act of 1986.

* Trusts are a form of self-insurance and consist of segregated
accounts of health care entities that estimate liabilities and set aside
funds.to cover them. ’

Market Share: This section describes the medical malpractice market m
each of the states. Recent changes in the market are also noted in this
section.

Joint Underwriting Association (JUA). This section details whether a

- state has created a JUA and the extent of its use. A JUA is a state-

sponsored association of insurance companies formed with statutory

approval from the state for the express pur_pose of providing certain

insurance to the public.

Rate Regu]ation ' ‘ This section describes the regulatory scheme employed by each state. _
‘ : Statutory requirements generally provide that insurance rates be adequate,
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State Tort Laws

not excessive, and not unfairly discriminatory. The degree of regulation of
medical malpractice insurance rates varies from state to state. States may
have “prior approval” requirements in which all rates must be filed with the
insurance department before use and must be either approved or
disapproved by the department of insurance. Other states have “file and
use” provisions in which the insurers must file their rates with the state’s
insurance department; however, the rates may be used without the
department’s prior approval.

This section identifies key components of each state’s efforts to address the
medical malpractice insurance situation by targeting ways in which
medical malpractice claims are processed through the court system. The
following legal provisions are summarized for each state:

¢ Limits on Damage Awards

* Collateral Source Rule

¢ Periodic Award Payments

* Pretrial Expert Certiﬁcatioﬁ
* Attorney Contingency Fees
¢ Joint and Several Liability

* Statute of Limitations

¢ Bad Faith Claims

Appendix IT has a description of each of these provisions, in addition to
other provisions that are not summarized herein, but that might impact
medical malpractice claims. For the information on state provisions in
appendix III, we relied upon a summary of state tort laws compiled by the
National Conference of State Legislatures (NCSL) in October of 2002. We
independently reviewed selected sections of the NCSL summary for
accuracy, and supplemented the NCSL information with information from
interviews with industry officials. The state laws summarized herein might
have changed since the date of the NCSL publication. Additionally, as noted
in appendix II, the state tort laws summarized in this appendix are not the
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_ only ones that might impact the treatment of medical malpractice claims in
states’ tort systems. - ' h
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Figure 10: California

Market description:

California counties.

Insurer characteristics and market share:

Insurer characteristics-- The California Medical
Association stated that most physicians in California
purchase medical malpractice coverage from
physician owned companies (Doctors Co., MIEC,
Norcal}, commercial carriers (SCIPIE), or CAP/MPT,
a physician cooperative in which physicians assume
responsibility for the liabilities.

Market share-- Based on A.M. Best and NAIC data, the
companies with a 5% or more market share in
California (2001) were Norcal (21%), SCIPIE (13%),
Doctor's Co. (11%), CAP/MPT (9%), and Truck
Insurance Exchange (6%).

Rate regulation:

Prior to 1888 and the passage of Proposition 103,
California had an open filing system and had limited
interaction with its malpractice insurers. Proposition 103
requires prior approval of insurer rates. Additionally, if a
commercial carrier requests an increase of greater than
15 percent, the Commissioner of Insurance must grant a
public hearing upon request. At the time of passage,
insurers were also required to roif back their rates by
giving a refund to their clients.

State tort laws:

Limits on damage awards—~ $250,000 limit on
noneconomic damages, applied per occurrence,
and not indexed for inflation.

Collateral source rule-- Discretionary offset for collateral
sources introduced at trial.

Periodic award payments-- Mandatory periodic payment
of future damages over $50,000 (upon request).

Pretrial expert certification- Generally, no expert
certification is required for medical malpractice
cases in Galifornia.

Attorney contingency fees-- Limited to 40% of the first
$50,000, 33.3% of the next $50,000, and 25% of
the next $500,000, and 15% ot any amount
exceeding $600,000.

Joint and several liability-- No joint and several liability
for noneconomic damages.

Statute of limitations-- Plaintiffs must file within one year
of discovery of injury or within three years of the
injury, whichever is first.

Bad faith claims— Insurers consider this o be a
significant problem in California.

Typical coverage type and limit-- Coverage is predominately claims-made. Typical policy limits
are $1 million per incident/$3 million cumulative for the policy year.

Regional differences-- insurers generally divide California into two rating areas-northern and
southern California. Insurers typically reported higher rates for generai surgery in southern

Frequency and severity~ The California Department of Insurance (CDI) and insurers believe
severity is increasing in California and has led to increases in insurer losses.

California

State specifics

Population: 33,871,648
Slze (land area): 155,959 sq miles
Denslty: 217.2 pp/sq. mi

Premium Rates: General Surgery for Seven California Insurers
($1M/$3M mature claims-made coverage)

50 Premium (dollars in thousands)
40
30 -
- - -. .'.%
20 0000 ®ICOEOETOIOIMOESOY
1992 1993 1994 1995 1896 1997 1998 1999 2000 2001 2002

eswmmm Clarendon Nat. ins. Co. in San Bernadino County

mssss . Gooperalive of American Physicians, Inc. Mutual Protection Trust in Southern California
@ e= Doctors' Company in San Bernadino County

=% em Medical Insura'nce Exchange of California (MIEC) in San Bernadino County

®e&eese NORCAL Mutual Insurance Co.in Southern California

e« Northwest Physicians Mutual Insurance Co in the Los Angeles area

Southern California Phys. Ins. Ex. (SCPIE Indemnity Cos) in Riverside County

Direct Losses Pald Compared to Direct Losses Incurred
California 1975-2001

800 Losses (in millions of 2001 dollars)

600
A N
200
[}
1975 1977 1979 1981 1983 1985 1987 1089 1991 1993 1995 1997 1999 2001

emesmm Direct losses incurred
s Direct losses paid

Sources: U.S. Census Bureau, 2000 (top box); GAO analysis of Medical Liability Monitor data (middie box); GAO analysis of A.M. Best data (bottom box).
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. Figur.,er:i 1: Florida

FIorida

Market description: . ,
“Typical coverage type and limit- Mariy physicians are reducing the amount of coverage purchased. For State specifics
example, in 2002, First Professionals Insurance Company.(Fl_’lC) sold almost exclusively daims—made

policies with a $250.000 imit. - Population: 15,982,378
Regional differences— Insurers typically-reported higher rates for generat surgery in Dade and Broward  |"  gjz land area): 53,927 sq miles

Counties: According to the Florida Medical Association (FMA), Dade County has the highest premium; De:s(lt . ) 29,6 4 ;IS mi

rates in the United States. . C . y: .4 pp/sq. .

Frequency and severity-- FPIC believes aaim frequency and severity have gone up signiﬁcahtly in the fast
several years, with frequency responsible for the increased insurer losses.

Insurer characteristics and market share: . A . (il i
Insurer characteristics~ FMA stated that very few insurers in Premium Rates: General Surgery for Elg}ht Florida Insurers

Florida are currently physician owned. The state .- - ) . ($1W$3M mature claims-made coverage)
Deparm}ent qt Insurance (DOI } belie\_res more hospitals 200 Premium (dollars in thousands) -

are self-insuring, more doctors are using the state JUA,
and many doctors are-going without insurance. FPIC~—
currently writing in 6 states—will onty write in-Florida
beginning in 2003.

Market shiare—~ Based on A.M. Best and NAIC data, the
companies with a 5% or more market share in Florida
(2001) were FPIC (17%), Health Care Indemnity Inc. 100

- (14%). Pronational Insurance Company (9%), and Truck-
Insurance Exchange (5.4%). : . . EEN__om S e o o

Joint Underwriting Association— Florida has a JUA, which' 50 mE=s TGelocmese
acts as an insurer of last resort. The number of health 1992 1993
care providers using the JUA has increased from amumd  |.

20 in 2000 to 400 in 2001

150

r 3
S O O o % 1 B D

1994 1985 1996 1997 1998 1999 2000 2001 2002

e American Healthcare Indemnity Co. (SCPIE Cos.) in Dade County
Rate regulation: . ) )
Florida is a use and file state. There is no allowable devi American Physicians Assurance Corp. (AP Capital) in Dade Counity
from the approved rate filing, which must incude all possile .
adjustments to the base rate. o= ‘a»  Clarendon Nat. Ins. Co.in Dade County

State tort laws: R : @= %= First Professionals or Florida Physicians’ insurance Co. (FPIC) in Dade County

Limits on damage awards~ Where parties agree to binding . .
arbitration (requires defendant admit fault), noneconemic ®®eee Medical Assurance in Dade County
damages are limited to $250,000; where plaintiff refuses : . :
to arbitrate, noneconomic damages are limited to » & a&e Michigan Physicians Mutual Liability Co. (MICOA) in Dade County

" $350,000. The limits are applied per plaintiff.

Collateral source rule— Mandatory offset of cofldterat sources
by court, unless sources have subrogation rights. - — - -

Periodic award payrnents— Periodic payrient. of future : . )
damages allowed if damages exceed $250.000.  ° Direct Losses Paid Compared to Direct Losses Incurred

Pretrial expert certification— Verified medical expert opinion . Florida 1975-2001
required at the time of notice of intent to initiate litigation. 800 Losses (in millions of 2001 doflars)

Altorney contingency fees— Separate sfiding scales for cases
settling at various points of the judicial process.

Joint and several liability—- Sliding scale for defendant's
responsibility, depending on whether plaintiff had any
responsibility for harm and how responsible the . 400
defendant is for the harm. For example, if the plaintiffis
not at fault and the defendant is less than 10% 200
responsible, the defendant need not pay more than the :
percentage for which defendant was found responsible. 0 =

Statute of limitations—- Plaintiff must file within two years of : i
occurrence or discovery, but not more than four yedrs 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 - 1993 2001
from occurrence. . . . : : ’

Bad faith claims— The Florida Department of Insurance said emmmman Direct losses incurred
that bad faith lawsuits are having a significant impact on ] i
insurer losses and, therefore, on premium rates. smumsem Direct losses paid

ProNational Ins. Co. in Dade County

600

Sources: U.S. Census Bureau, 2000 {top box); GAO analysis of Medica/ Liability Monitor data (middle box); GAO analysis ot AM. Best data (bottom box).
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Figure 12: Minnesota

Market description:

%2 million /$4 million coverage.

Insurer characteristics and market share:

Market share-- According to A.M. Best, the companies with
a 5% or more market share in Minnesota in 2001 were
Midwest Medical Insurance Company (51%) and St. Paul
(26%). The St. Paut Companies recently discontinued
their medical malpractice insurance line in Minnesota.
Midwest Medical Insurance Company is now the leading
medical malpractice insurer in Minnesota,; it grew over
50% in the last two years.

Joint Underwriting Association-- In Minnesota, the JUA is
considered the insurer of last resort. As of 1/2002, the
JUA had 8 policies but by 10/2002 it had 168 policies,
mostly for nursing homes.

Rate regulation:

The state regulatory body--Minnesota Department of
Commerce--emphasizes the market itself as the most
effective regulator of premium rates in the state. Minnesota
has a file and use system. In 2001, Minnesota began to
allow a "speed to market" filing procedure for companies that
meet certain stability and history requirements.

State tort laws:

Limits on damage awards— No limit on economic or
noneconomic damages.

Collateral source rule-- Minnesota requires a mandatory
offset of collateral sources by court if defendant
introduces evidence of payments made to plaint.

Periodic award payments-—- Allows di ionary pefiods
payment of future damages if damages exceed $100,000.

Pretrial expert certification-- With thé initial filing, plaintiff's
expert must certify defendant deviated from the
applicable standard of care and that deviation caused
plaintitf's injuries. After 180 days, expected trial expert
must certify as to the substance of facts and opinions to
which expert is expected to testify, and grounds to
support those opinions.

Attorney contingency fees-- No modification.

Joint and several liability-- Defendant liable only for up to four
times defendant's share of damages if less than 15%
responsible for harm; if more than 15% responsible,
defendant liable for entire amount of damages. After
August 1, 2003, defendent liable for proportioned share
of damages, if less than 50% responsible for hamm; if
more than 50% responsible, defendant liable for entire
amount of damages. -

Statute of limitations— Plaintiff must file within two years of
occurrence of malpractice or termination of treatment.

Bad faith claims-- Insurer and medical society did not say
these cases were an issue in Minnesota.

Typical coverage type and limit-- Coverage is predominately claims-made. Typical palicy fimits are $1
million per incident/$3 million cumulative for the policy year, although some physicians purchase

Regional differences~ Insurers typically treat Minnesota as single rating area.
Frequency and severity— According to the Minnesota Medical Association (MMA}, there has been a slight
increase in the severity of claims in the past several years and no observed increase in frequency.

Minnesota

State specifics

Population: 4,919,479
Size (land area): 79,610 sq miles
Density: 61.8 pp/sq. mi

Premium Rates: General Surgery for Four Minnesota Insurers
($1M/$3M mature claims-made coverage)

20 Premium (dollars in thousands)

15
10 fod - oy die e .
5 ) - o an o e e CETEEEEEEEEEESEE———S
e s e e emn o EEme g
5
1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

e American Physicians Assurance Corp. (AP Capital)

s Doctors' Company )
= e Midwest Medical insurance Co. (MMIC aka Midwest Mutual)
= @ Michigan Physicians Mutual Liability Co. (MICOA)

Direct Losses Paid Compared to Direct Losses Incurred
Minnesota 1975-2001

120 Losses (in millions of 2001 dollars)
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1975. 1977 1979 1981

1983 1985

e Direct losses incurred

smmymee Direct losses paid

Sources: U.S. Census Bureau, 2000 (top box); GAO analysis of Madical Liability Monitor data (middle box); GAO analysis of A.M. Best data (bottom box).
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Figure 13: Mississippi .-

Market description:

the state is typically claims made. )
Regional differences-- Insurers typically treat Mississippi as a

Insurer characteristics and market share: )
Insurer characteristics-- According to a 2003 DO survey,

the surplus market. DO stated that some physicians are’
going without forimal insurance right now and hospitals
might be moving to form risk retention groups or self-
insure, but that captives are not allowed under state law.
Market share-- Based on A.M. Best and NAIC data, the
companies with a 5% or more market share in
Mississippi (2001) were MACM (34%), Reciprocal of
America (21%), St. Paul Companies (10%), Doctors
Insurance Reciprocal (8%), and the Doctor's Company
(6%). DO stated that MACM is the largest writer in
Mississippi with an esti d market share of 60
percent. Most licensed companies, including MACM are
at no growth. Several companies—St. Paul, Reciprocal of
America, ProAssurance—have pulled out of the market or
are reducing exposure.
Joint Underwriting Association-- DOl is cumently .
investigating whether a JUA would be worthwhile.

Rate regulation:

The DOI stated that most medical malpractice insurance in -
Mississippi is presently being written in the non-admitted
market (surplus lines), which is not rate or form regulated.
DOt does not regulate the rates or forims of MACM because
itis a non-profit, mutual insurance corporation.

State tort laws:

damages, increasing to $750,000 on July1,2011and. .
$1,000,000 on July 1, 2017; fimit does not apply in
distigurement cases or at the judge's discretion.

Collateral source rule-- No.modification. .

Periodic award payments— No provisions for such payments.

Pretrial expert certificatior - Plaintiff's attorney must fite a
certificate of expert consultation, unless an exception to
that general rule applies.

Attorney contingency fees-- No limitation,

Joint and several liability-- There is no joint and several
liability for noneconomic damages in medical malpractice
cases. For economic damages, Mississippi has a sliding
scale.:-where.defendants less than 30% responsible pay
‘only their prportionate share, but defendarits over 30%
responsible pay up‘to 50% of ‘economic damages.

Statute of limitations-- Plaintiff must fite within two years of
the malpractice of reasonable discovery of malpractice
or seven years of the act, ~

Bad faith claims— The insurer we spoke to said that it has
not yet been sued for bad faith.

| Typical coverage type and limit-- The Mississippi Department of Insurance (DOI) stated that insurance in

Frequency and severity-- The DOl and Medical Assurance Company of Mississippi (MACM) believe claim
severity has grown significantly and has led to increased insurer losses.

some physicians are moving from the admitted market to | -

Limits on damage awards— $500,000 limit on noneconomic -

Mississippi
State specifics
single rating area. . : Population: 2,844,658 ’
-Size (land area): 46,907 sq miles
Denslty: - 60.6 pp/sq. mi

Premium Rates: General Surgery for Four Mississibpi Insurers
o ($1W/$3M mature claims-made coverage)

35 Premium (dollars in thousands)

Py

30 i
f" .
25 . ‘?("
20
) o
15
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1993 1994 1995 1996 1997 . 1998 1999 3000 2001 2002

1992
v [octors' C'ompény
swnmmme Medical Assurance Co of Miss (MACM)

e o= Medical Assurance of West Virginia (Part of ProAssurance)
w» .=  P--E Mutualins. Co. '

Direct Losses Pald'Combared to Direct Losses ncurred
‘Mississippt 1975-2001

120" Losses (in millions of 2001 doilars)

80

1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1399 2001

e Direct losses incurred
=y, Direct losses paid .

Sources: U.S. Census Bureau, 2000 (!6p box); GAO analysis of Medical Liabfity Monitor data (middle box); GAO analysis of AM. Best data (bottom box). -
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]
Figure 14: Nevada

Nevada
Market description: .
Typical coverage type and limit-- Most policies are claims-made, with the exception of a few physicians in State speclfics
low-risk specialties. In Nevada, most physicians are required to have $1 million/$3 million coverage. :
Frequency and severity-- The State Department of Insurance (DOI) has closed-claim data indicating that Population: 1,998,257

frequency has increased over the past several years. The DO believes this increase in severity is one Size (Iand area): 109,826 sq miles
of the main reasons insurer losses are increasing in Nevada. The Nevada State Medical Association Denslty: 18.2 pp/sq. mi
does not believe frequency is increasing in Nevada. ) : .

Regional differences-- Insurers reporting to the Medical Liability Monitor survey typically charge higher
premiums for general surgery in Las Vegas and Clark County.

insurer characteristics and market composition:

Insurer characteristics-- in 2002, the state created Medical Premium Rates: General Surgery for Eight Nevada Insurers

Liability Association of Nevada (MLAN). Although initially ($1M/$3M mature claims-made coverage)

organized by the insurance Commissioner, it will be an 100 Premium (dollars in thousands)

independent insurer and has the ability to convert to a

mutual in the future. Also in 2002, Nevada Mutual 80

Insurance Company (NMIC), a physician owned

company, was formed and entered the market. 60 e o p " o
Market share-- Based on A.M. Best and NAIC data, the g e e e ? wir'ﬁi %

companies with a 5% or more market share in Nevada 40 gB e - '. enesmeace w

(2001) were St. Paul (32%), Health Care Indemnity Inc. o e o o o o

(13%), the Doctors Company (9%}, Physician Insurance 20

Company of Wisconsin (6%), and Chicago Insurance 1992 1993 1994 1985 1996 1997 1898 1999 2000 2001 2002

Company (6%). St. Paul acquired Nevada Medical
Liability Insurance (NMLI) in the mid 1990s, and captured

a majority market share in Nevada. In December 2001, emmmmem American Healthcare Indemnity Co. (SCPIE Cos.) in Clark County

St. Paul announced it would be exiting the medical

malpractice business. wmmwzzsn American Physicians Assurance Corp. (AP Capital) in Clark County
Rate regulation: . e e» Doctors' Company in Clark County

The DOI requires prior approval of rates.

«w . Medical Insurance Exchange of California (MIEC) in Clark County
State tort faws:

Limits on damage awards-- $350,000 limit on noneconomic ® e e e« Michigan Physicians Mutual Liability Co. (MICOA) in Clark County
damages, with exception for cases of gross malpractice
or sze?ialdcircumstance& Cap is applied per plaintiff and @ww s Phys. Ins. Co. of Wisconsin (PIC Wisconsin) in Clark County
per defendant. . .

Collateral source rule-- Courts allow offsets in damages
against health care providers in the amount received
from a collateral source, including any prior payment by
the defendant health care provider.

Pe"a"“‘,’:r:;‘c’fr"ﬂﬁarg’z‘;’;:; ei'?*’gﬂ:tﬂ':a!ngggfge Direct Losses Paid Compared to Direct Losses Incurred
present value, if approved by the court, or by an annuity. Nevada 1975-2001

Pretrial expert certification— Expert certification required to o
support allegations; expert must practice or have 100 Losses (in millions of 2001 dollars)
practiced in area similar to practice related to alleged :
malpractice.

Attorney contingency fees— No modification.

Joint and several liability— There is no joint and several
liability in Nevada in medical malpractice cases.

Statute of limitations-- Plaintift must file within three years
from the injury or two years from the discovery of the

- injury, whichever is first.

Bad faith claims-- The insurer we spoke to said it had not

faced many bad faith claims in Nevada.

P-I-E Mutual Ins. Co.in Clark County .
Nevada Med. Liab. Co. (NML Ins. Co.) in South Region

1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1993 2001

ey Direct losses incurred
wwmmmesss Direct losses paid

Sources: U.S. Census Bureau, 2000 (fop box); GAO analysis of Medical Liability Monitor data {middle box); GAO analysis of A.M. Best data (bottom box).
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Figure 15: Pennsylvania

) Pennsylvania
Market description: )
Typical coverage type and limit— Until recently, insurers in Pennsylvania were still oﬁenng | State specifics
occurrence coverage. By 2003, virtually all of the insurers in Pennsylvania will offer only claims- ) .
made policies. PA requires $500,000 of private insurance; Mcare—the state sponsored panent Population: 12,281,054
_ Tliability fund--will insure above this amount to $1.2 mitlion. . Size (land area): 44,817 sq miles
Frequency and severity— The Pennsylvania Insurance Department (PID) be||eves severlty has Density: o074 pp/sq. mi
recently increased in PA. Both PID and Pennsylvania Medical Society Liability insurance . ) S
Company (PMSLIC) believe this change in severity is responsible for increasing insurer losses.
Reglonal differences— Most insurers charge higher rates for general surgery aroeund Philadeiphia.
Insurer characteristics and market share: -
Insurer characteristics— As of 2002, the largest Premlum Rates: General Surgery for Seven Pennsylvania Insurers

remaining medical malpractice insurer in the state is (mature claims-made coverage-see market description:for coverage limits)
PMSLIC, a physician-owned stock company, Other ) .
entities writing in the state are commercial

60 Premium (dolfars in thousands)
companies, the state Joint Underwriting Association, | 50 ’

and self-insured academic heaith centers. 40
Market share— Based on A.M. Best and NAIC data, the
companies with a 5% or more market share in 30
Pennsylvania (2001) were PMSLIC (19%), MHiX 20
Insurance Cornpany (14%), Medical Protective - o» a» o a=
- Company (8%), TriCentury Insurance Company 10
(6%), Lexington-Insurance Company (5.2%), and 0o

VHA Risk Retention Group Inc. (5.1%). Several large
medical malpractice insurersc—Phico, MilX, and
Princeton--will have ceased writing in Pennsylvania

1992 1993 1994 1995 1996  1997. . 1998 1999 2000 - 2001 2002

by the end of 2003. . s PHICO Insurance Co.in Delaware and Philadelphia Counties
Joint Underwriting Association- The JUA covers around . -~ .
5 hospitals'and 1500 physicians and expects 1,000 e Pennsylvania Medical Society Liability insurance Co. (PMSLIC) in Philadelphia area

mare physicians to seek coverage in the next year.
o= e P-I-E Mutual Ins. Co.in Delaware and Philadelphia Counties
Rate regulation:

The PID generally utilizes a file and use system withthe | == == Clarendon Na. Ins. Co. in Delaware and Philadelptia County
exception that it will review requests for more than a . i . - .
10% increase in premium. PID only reviews small e e e e¢ Professionals Advocate in Philadelphia and Delaware Counties
commercial risks-those under $25,000 in premium-and - . | .
relies on the market fo regulate large commercial risks. »®®ec ProNational ins. Co.in Philadelphia -
| state tort iaws- Princeton Insurance Company -
Limits on damage awards-- No limit on economic or
noneconomic damages. ] Dlrect Losses Paid Compared to Direct Losses lncurred
Collateral source rule— No modification. - . . Pennsyivania 1975-2001 .
Periodic award payments— No spegilic provisions for

periodic award payments. 500 Losses (in millions of 2001 dollars)
Pretrial-expert certification- Plaintiff's attorney must 400 : :
sign the original complaint, certifying that the
attorney has contacted an expert who will atlest to 300
the plaintiff's case.
Attorney contingency fees—~ No modification. 200
Joint and several liability— If-the defendant is less than 100 .
60% responsible for the harm, defendant is liable for | M
only proportional share of ultimate judgment. 0 n
Statute of limitations— Plaintiff must file within two years 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001
of malpractice or discovery of injury. - . : ’ .
Bad faith claims— The insurer we spoke to said that this
was not a big issue in Pennsyivania.

ememen Direct tosses incurred

seesenen Direct losses paid

Sources: U.S. Census Bureau, 2000 (top bax); GAQ analysis of Medical Liability Monitor data (middie box); GAO analysis of A.M. Best data (bottom bdx).
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Figure 16: Texas

Market description:

El Paso.

Insurer characteristics and market share:

Insurer characteristics-- Licensed medical malpractice
insurance carriers cover one third of physicians,
unlicensed Texas Medical Liability Trust (TMLT)
covers one third, and one third are covered by
alternative forms of insurance.

Market share-- Based on A.M. Best and NAIC data, the
companies with a 5% or more market share in Texas
(2001) were TMLT (22%), Health Care Inemnity Inc.
(16%), and Medical Protective Company (10%). As of
2002 there were only four main writers of medical
malpractice insurance in Texas, down from 17 in
2001. Some went out of business, others
discontinued writing in Texas.

Joint Underwriting Association— Formed in 1975, the
state JUA grew from 100 to 1,800 policies from the
late 1990s to January 2003.

Rate regulation:
Texas is a file and use state. In the mid 1990s, the state
mandated a rollback in premiums.

State tort laws:

Limits on damage awards-- Approximately $1.3 million
cap on noneconomic damages in wrongful death
cases. Texas applies the limit per plaintiff, per
defendant, and adjusts the limit for inflation.

Collateral source rule-- No modifications.

Periodic award payments-- No specific provision for
periodic award payments.

Pretrial expert certification-- Plaintitf must file either
cash, a cost bond, or an expert report within 90 days
of filing suit. Plaintiff must also serve expert report on
each defendant within 180 days of filing suit.

Attorney contingency fees-- No modification.

Joint and several liability-- Defendants can be liable for
payment of entire award if they are at least 51%
responsible for plaintiff's damages.

Statute of limitations-- Plaintift must file the case within
two years of occurrence or discovery of the
malpractice.

Bad faith claims-- TMLT said bad faith claims are a
significant probiem.

Typical coverage type and limit-- Majority of coverages written are claims made. Some physicians
have recently lowered their coverage limits; many now have $500,000 rather than the $1 miliion.

Frequency and severity-- A Texas Medical Association (TMA) study has shown frequency and
severity increasing in Texas. The Texas Department of Insurance (DOI) believes increases in
both severity and frequency have led to increased insurer losses.

Regional differences-- Most insurers reporting to the Medical Liability Monitor survey charge higher
rates for general surgery in urban areas such as Dallas and Houston, and the border county

Texas

State specifics

Population: 20,851,820
Size (land area): 261,797 sq miles
Denslty: 79.6 pp/sq. mi

60

30

Premium Rates: General Surgery for Four Texas Insurers
($1M/$3M mature claims-made coverage)

Premium (dollars in thousands)

-
- -
@ - e ar e e o=
- - -
1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

ammwme Texas Medical Liability Trust in Ef Paso County

sssasense. Amer Physicians Insurance Exchange in Hidalgo County

e e= Medical Assurance in Dallas County

400
300
200
100

Direct Losses Paid Compared to Direct Losses Incurred
Texas 1975-2001

Losses (in millions of 2001 dollars)

1875 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001

emmsmemm Direct losses incumed
emssamoe Direct losses paid

Sources: U.S. Census Bureau, 2000 (top box); GAQ analysis of Medical Liability Monitor data (middle box); GAO analysis of A.M. Best data (bottom box).
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